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SECURITIES ACT OF 1933 





SECURITIES ACT OF 1933 
Release No. 6284/February 3, 1981 


In the Matter of 


ERNST & WHINNEY PENSION PLANS 
1300 Union Commerce Building 
Cleveland, Ohio 44115 


(18-78) 


ORDER PURSUANT TO SECTION 3(a)(2) OF 
THE SECURITIES ACT OF 1933 EXEMPTING 
FROM THE PROVISIONS OF SECTION 5 OF 
THE ACT INTERESTS OR PARTICIPATIONS IN 
THE PENSION PLAN OF ERNST & WHINNEY 


Ernst & Whinney, an accounting firm organized as 
a partnership under Ohio law, filed an application 
on May 27, 1980, for an exemption from the regis- 
tration requirements of the Securities Act of 1933 
(“Act”) for interests or participations issued in 
connection with the Pension Plan of Ernst & Whin- 
ney (‘Plan’). 


On January 7, 1981, a notice was issued (Securi- 
ties Act Release No. 6278) of the filing of the ap- 
plication. The notice gave interested persons an 
opportunity to request a hearing and stated that an 
order disposing of the application would be issued 
as of course unless a hearing should be ordered. 
No request for a hearing has been filed, and the 
Commission has not ordered a hearing. 


The matter has been considered and it is found 
that the granting of the application is appropriate in 
the public interest and consistent with the protec- 
tion of investors and the purposes fairly intended 
by the policy and provisions of the Act. Accord- 
ingly, 


IT IS ORDERED, pursuant to Section 3(a)(2) of 
the Act, that interests or participations issued in 
connection with the Plan shall not be subject to the 
requirements of Section 5 of the Act, effective 
forthwith. 
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For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 17503/January 30, 1981 


The Securities and Exchange Commission an- 
nounced, pursuant to Section 12(k) of the Securi- 
ties Exchange Act of 1934 (‘Exchange Act’), the 
single ten-day suspension of over-the-counter 
trading for the period commencing at 9:30 a.m. on 
January 30, 1981, and terminating at midnight on 
February 8, 1981 of the securities of International 
Metals and Petroleum Corporation, a Delaware 
corporation with principal offices located at 44 
Montgomery Street, San Francisco, California 
94105. 


The Commission suspended trading in view of 
questions concerning the adequacy and accuracy 
of the company’s financial statements with respect 
to its assets, particularly the value of the com- 
pany’s oil leases. 


lf any broker-dealer or other person has any in- 
formation which they believe would be useful to 
the Commission relating to this matter, they should 
contact the Office of Enforcement at the Commis- 
sion’s Los Angeles Regional Office at (213) 473- 
4511. 


The Commission cautions brokers, dealers, 
shareholders, and prospective purchasers that 
they should carefully consider the foregoing infor- 
mation along with all other currently available in- 
formation and any information subsequently is- 
sued by the company. 


Furthermore, brokers and dealers should be aware 
of the fact that, pursuant to Rule 15c2-11 under 
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the Exchange Act, at the termination of the trading 
suspension, no quotation may be entered unless 
and until they have strictly complied with all the 
provisions of such rule. If any broker or dealer has 
any questions as to whether or not he has com- 
plied with such rule, he should not enter any quo- 
tation but immediately contact the staff of the Divi- 
sion of Enforcement in Washington, D.C. If any 
broker or dealer is uncertain of the requirements of 
Rule 15c2-11, he should refrain from entering 
quotations relating to the securities in question 
until such time as he has familiarized himself with 
such rules and is certain that all of its provisions 
have been met. If any broker or dealer enters any 
quotation which is in violation of such rule, the 
Commission will consider the need for prompt en- 
forcement action. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17404/February 2, 1981 


A notice has been issued giving interested per- 
sons until February 23, 1981 to comment on the 
application of the Midwest Stock Exchange for 
unlisted trading privileges in the common stock ($1 
par value) of SUNSTATES CORPORATION. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17505/February 2, 1981 


A notice has been issued giving interested per- 
sons until February 23, 1981 to comment on the 
application of THE WACKENHUT CORPORATION 
to withdraw its common stock ($.10 par value) 
from listing and registration on the American 
Stock Exchange, Inc. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17506/February 2, 1981 


NOTICE OF FILING OF PROPOSED RULE 
CHANGE BY THE AMERICAN STOCK EX- 
CHANGE, INC. (File No. SR-Amex-80-32) 
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American Stock Exchange, Inc. ((“Amex”) sub- 
mitted on November 21, 1980 a proposed rule 
change, pursuant to Rule 19b-4 under the Securi- 
ties Exchange Act, to amend its “free-riding” rule, 
Rule 462(d)(7), to reflect the recent amendment of 
Regulation T (12 CFR §220.4(g) ) concerning spe- 
cialists and options and market-makers. 


Publication of the submission is expected to be 
made in the Federal Register during the week of 
February 2, 1981. Interested persons are invited to 
submit written data, views and arguments con- 
cerning the submission within twenty-one days 
from the date of publication in the Federal Regis- 
ter. Persons desiring to make written submissions 
should file six copies thereof with the Secretary of 
the Commission, Securities and Exchange Com- 
mission, 500 North Capitol Street, Washington, 
D.C. 20549. Reference should be made to File No. 
SR-Amex-80-32. 


Copies of the submission, with accompanying 
exhibits, and of all written comments will be avail- 
able for public inspection at the Securities and Ex- 
change Commission's Public Reference Room, 
1100 L Street, N.W., Washington, D.C. Copies of 
the filing will also be available at the principal of- 
fice of the above-mentioned self-regulatory or- 
ganization. 


For the Commission by the Division of Market 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT of 1934 
Release No. 17507/February 2, 1981 


A notice has been issued giving interested per- 
sons until February 24, 1981 to comment on the 
application of the Philadelphia Stock Exchange 
for unlisted trading privileges in the 113%4% Con- 
vertible Subordinated Debentures (due November 
15, 1997) of AMERICAN ISRAELI PAPER MILLS, 
LTD. which is listed and registered on one or more 
other national securities exchanges and is re- 
ported in the consolidated transaction reporting 
system. 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 17508/February 3, 1981 


A notice has been issued giving interested per- 
sons until February 25, 1981 to comment on the 
application of the Philadelphia Stock Exchange 
for unlisted trading privileges in the common stock 
(no par value) of MOORE CORP. LTD. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17509/February 3, 1981 


A notice has been issued giving interested per- 
sons until February 25, 1981 to comment on the 
application of WILLNER INDUSTRIES to withdraw 
its common stock ($.10 par value) from listing and 
registration on the Boston Stock Exchange. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17510/February 4, 1981 


An order has been issued granting the application 
of NEW HAMPSHIRE BALL BEARINGS, INC. to 
withdraw its common stock ($2 par value) from 
listing and registration on the Boston Stock Ex- 
change. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17511/February 4, 1981 


An order has been issued granting the application 
of the American Stock Exchange to strike the 
common stock ($1 par value) of GREAT LAKES 
RECREATION CO. from listing and registration 
thereon. 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 17512/February 4, 1981 


In the Matter of Applications of the 


MIDWEST STOCK EXCHANGE, 
INCORPORATED 


For Unlisted Trading Privileges 
Securities Exchange Act of 1934 


FINDINGS AND ORDER GRANTING APPLICA- 
TIONS FOR UNLISTED TRADING PRIVILEGES 


The Midwest Stock Exchange (“MSE”) has filed 
applications with the Commission pursuant to 
Section 12(f)(1)(B) of the Securities Exchange Act 
of 1934 (‘Act’) and Rule 12f-1 [17 CFR 240.12f-1] 
thereunder, for unlisted trading privileges in the 
following securities which are listed on another 
national securities exchange:' 


The Partons Corp/RMP International 
Ltd. 

Common Stock, $1 Par Value (File 
No. 7-5837) 


General Nutrition, Inc. 
Common Stock, No Par Value (File 
No. 7-5838) 


Hydraulic Company 
Common Stock, No Par Value (File 
No. 7-5839) 


Towle Manufacturing Company 
Common Stock, No Par Value (File 
No. 7-5840) 


Cenvill Communities, Inc. 
Common Stock, $.01 Par Value (File 
No. 7-5841) 


Wackenhut Corporation 


Common Stock, $.10 Par Value (File 
No. 7-5842) 





‘Notice of these applications was given by publi- 
cation in the Federal Register. 46 FR 5110 
(January 19, 1981). The Commission has received 
no comments with respect to these applications. 
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The Commission finds that approval of the MSE’s 
applications for unlisted trading privileges in these 
securities is consistent with the maintenance of 
fair and orderly markets and the protection of in- 
vestors. As a national securities exchange regis- 
tered with the Commission pursuant to Section 6 
of the Act, the MSE is subject to the provisions of 
paragraph (b) of that section, and to the Commis- 
sion’s inspection authority and oversight responsi- 
bility under Sections 17 and 19 of the Act and the 
rules and regulations thereunder. In addition, 
transactions in the subject securities, regardless of 
the market in which they occur, are reported in the 
consolidated transaction reporting system con- 
templated by Rule 11Aa3-1 under the Act [CFR 
240.11Aa3-1]. The availability of last sale informa- 
tion for the subject securities should contribute to 
pricing efficiency and to ensuring that transactions 
on the MSE are executed at prices which are rea- 
sonably related to those occurring in other mar- 
kets. Finally the Commission has received no 
comments indicating that the granting of these ap- 
plications would not be consistent with the mainte- 
nance of fair and orderly markets and the protec- 
tion of investors. The Commission further finds 
that approval of the MSE applications will provide 
increased opportunities for competition among 
brokers and dealers and among exchange markets 
consistent with the purposes of the Act and the 
objectives of the national market system. 


ACCORDINGLY, IT IS ORDERED, pursuant to 
Section 12(f)(1)(B) of the Act, that the applications 
for unlisted trading privileges on the Midwest 
Stock Exchange in the above named securities are 
hereby approved. 


For the Commission by the Division of Market 
Regulation pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17513/February 4, 1981 


In the Matter of Applications of the 
BOSTON STOCK EXCHANGE, INCORPORATED 


For Unlisted Trading Privileges 
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Securities Exchange Act of 1934 


FINDINGS AND ORDER GRANTING APPLICA- 
TIONS FOR UNLISTED TRADING PRIVILEGES 


The Boston Stock Exchange (“BSE”) has filed ap- 
plications with the Commission pursuant to Sec- 
tion 12(f)(1)(B) of the Securities Exchange Act of 
1934 (“Act”) and Rule 12f-1 [17 CFR 240.12f-1] 
thereunder, for unlisted trading privileges in the 
following securities which are listed on another 
national securities exchange:' 


Advanced Micro-Devices, Inc. 
Common Stock, $.01 Par Value (File 
No. 7-5822) 


Commodore International 
U.S. Capital Shares, $1 Par Value 
(File No. 7-5823) 


Computervision Corp. 
Common Stock, $.05 Par Value (File 
No. 7-5836) 


Dorchester Gas Corp. 
Common Stock, $.10 Par Value (File 
No. 7-5824) 


Federal Express Corp. 
Common Stock, $.10 Par Value (File 
No. 7-5825) 


Flowers Industries Inc. 
Class A Common Stock, $.62% Par 
Value (File No. 7-5826) 


GCA Corp. 
Common Stock, $.60 Par Value (File 
No. 7-5827) 


Global Marine, Inc. 
Common Stock, $.25 Par Value (File 
No. 7-5828) 


Mesa Royalty Trust 
Units of Beneficial Interest, No Par 
Value (File No. 7-5829) 





‘Notice of these applications was given by publi- 
cation in the Federal Register. 46 FR 5109 
(January 19, 1981). The Commission has received 
no comments with respect to these applications. 
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Oak Industries, Inc. 
Common Stock, $1 Par Value (File 
No. 7-5830) 


Ocean Drilling & Exploration Co. 
Common Stock, $.50 Par Value (File 
No. 7-5831) 


Patrick Petroleum Co. 
Common Stock, $.10 Par Value (File 
No. 7-5832) 


Pneumo Corp. 
Common Stock, $1 Par Value (File 
No. 7-5833) 


Southland Royalty Co. 
Common Stock, $.12¥/2 Par Value 
(File No. 7-5834) 


Southwest Airlines 
Common Stock, $1 Par Value (File 
No. 7-5835) 


The Commission finds that approval of the BSE’s 
applications for unlisted trading privileges in these 
securities is consistent with the maintenance of 
fair and orderly markets and the protection of in- 
vestors. As a national securities exchange regis- 
tered with the Commission pursuant to Section 6 
of the Act, the BSE is subject to the provisions of 
paragraph (b) of that section, and to the Commis- 
sion’s inspection authority and oversight responsi- 
bility under Sections 17 and 19 of the Act and the 
rules and regulations thereunder. In addition, 
transactions in the subject securities, regardless of 
the market in which they occur, are reported in the 
consolidated transaction reporting system con- 
templated by Rule 11Aa3-1 under the Act [17 CFR 
240.11Aa3-1]. The availability of last sale informa- 
tion for the subject securities should contribute to 
pricing efficiency and to ensuring that transactions 
on the BSE are executed at prices which are rea- 
sonably related to those occurring in other mar- 
kets. Finally the Commission has received no 
comments indicating that the granting of these ap- 
plications would not be consistent with the mainte- 
nance of fair and orderly markets and the protec- 
tion of investors. The Commission further finds 
that approval of the BSE applications will provide 
increased opportunities for competition among 
brokers and dealers and among exchange markets 
consistent with the purposes of the Act and the 
objectives of the national market system. 
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ACCORDINGLY, IT IS ORDERED, pursuant to 
Section 12(f)(1)(B) of the Act, that the applications 
for unlisted trading privileges on the Boston Stock 
Exchange in the above named securities are 
hereby approved. 


For the Commission by the Division of Market 
Regulation pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES AND EXCHANGE ACT OF 1934 
Release No. 17514/February 5, 1981 


The Securities and Exchange Commission an- 
nounced, pursuant to Section 12(k) of the Securi- 
ties Exchange Act of 1934 (‘Exchange Act’), the 
single ten-day suspension of over-the-counter 
trading for the period commencing on February 5, 
1981 at 10:30 a.m. and terminating at midnight on 
February 14, 1981 of the securities of Black Hawk 
Resources Company (‘Black Hawk”), located at 
378 Campbell Road, Wall, New Jersey 07719. 


The Commission suspended trading in the securi- 
ties of Black Hawk because of questions concern- 
ing the recent unusual and unexplained market 
activity and in view of the lack of adequate current 
information concerning the affairs of Black Hawk. 


lf any broker-dealer or other person has any in- 
formation which they believe would be useful to 
the Commission relating to this matter, they should 
contact the Washington office of the Securities and 
Exchange Commission at (202) 272-2254. 


The Commission cautions brokers, dealers, 
shareholder, and prospective purchasers that they 
should carefully consider the foregoing information 
along with all other currently available information 
and any information subsequently issued by the 
company. 


Furthermore, brokers and dealers should be aware 
of the fact that, pursuant to Rule 15c2-11 under 
the Exchange Act, at the termination of the trading 
suspension, no quotation may be entered unless 
and until they have strictly complied with all the 
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provisions of such rule. If any broker or dealer has 
any questions as to whether or not he has com- 
plied with such rule, he should not enter any quo- 
tation but immediately contact the staff of the Divi- 
sion of Enforcement in Washington, D.C. If any 
broker or dealer is uncertain of the requirements of 
Rule 15c2-11, he should refrain from entering 
quotations relating to the securities in question 
until such time as he has familiarized himself with 
such rule and is certain that all of its provisions 
have been met. If any broker or dealer enters any 
quotation which is in violation of such rule, the 
Commission will consider the need for prompt en- 
forcement action. 


SECURITIES EXCHANGE ACT OF 1934 
Release No. 17515/February 5, 1981 


The Securities and Exchange Commission an- 
nounced, pursuant to Section 12(k) of the Securi- 
ties Exchange Act of 1934 (“Exchange Act’), the 
temporary suspension of over-the-counter trading 
of the securities of World Gambling Corporation 
(“WGC”), a business entity located at 66 Mount 
Prospect Avenue, Clifton, New Jersey for the ten 
day period commencing at 10:30 a.m. on February 
5, 1981 and terminating at midnight on February 
14, 1981. 


The Commission suspended trading in WGC secu- 
rities because of questions concerning the appar- 
ent non-disclosure by WGC of certain material 
events, including the dissolution by the State of 
New York of WGC’s corporate status for failure to 
pay franchise taxes; the filing of involuntary bank- 
ruptcy proceedings against a WGC subsidiary, AE 
Corporation, on February 22, 1980; the termination 
of business operations of another WGC subsidiary 
Gresco Corporation; and the filing of mortgage 
foreclosure proceedings against WGC concerning 
certain land in the Pocono Mountains in the state 
of Pennsylvania. 


The Commission cautions broker-dealers, share- 
holders and prospective purchasers that they 
should carefully consider the foregoing information 
along with all other currently available information 
and any information subsequently issued by the 
company. 


Furthermore, brokers and dealers should be alert 
to the fact that, pursuant to Rule 15c2-11 under 
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the Exchange Act, at the termination of the trading 
suspension, no quotation may be entered unless 
and until they have strictly complied with all of the 
provisions of said rule. If any broker or dealer has 
any questions as to whether or not he has com- 
piled with said rule, he should not enter any quota- 
tion but immediately contact the staff of the Divi- 
sion of Enforcement in Washington, D.C. If any 
broker or dealer is uncertain as to what is required 
by Rule 15c2-11, he should refrain from entering 
quotations relating to the securities in question 
until such time as he has familiarized himself with 
said rule and is certain that all of its provisions 
have been met. If any broker or dealer enters any 
quotation which is in violation of said rule, the 
Commission will consider the need for prompt en- 
forcement action. 


lf any broker-dealer or other person has any in- 
formation which may relate to this matter, the Di- 
vision of Enforcement of the Securities and Ex- 
change Commission should be telephoned at 
(212) 264-8566. 


SECURITIES EXCHANGE ACT OF 1934 
Release No. 17516/February 6, 1981 


Intermarket Trading System 


ACTION: Proposed Order. 


SUMMARY: The Commission proposes to issue 
an order which would require the current partici- 
pants in the Intermarket Trading System (“ITS”) 
and the National Association of Securities Dealers, 
Inc. (“NASD”) to implement, by September 30, 
1981, an automated interface between the ITS and 
the NASD’s NASDAQ System, as enhanced to in- 
clude, among other things, an order routing and 
automatic execution capability. 


DATES: Comments should be submitted within 30 
days from the publication of this release in the 
Federal Register. 


ADDRESSES: Persons wishing to submit written 
views, data and arguments should file ten copies 
thereof with George A. Fitzsimmons, Secretary, 
Securities and Exchange Commission, Room 892, 
500 North Capitol Street, Washington, D.C. 20549. 
All submissions should refer to File No. 4-208 and 
will be available for public inspection at the Com- 
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mission’s Public Reference Room, Room 6101, 
1100 L Street, N.W., Washington, D.C. 


FOR FURTHER INFORMATION CONTACT: Bruce 
Beatt, Division of Market Regulation, Securities 
and Exchange Commission, Room 390, 500 North 
Capital Street, Washington, D.C. 20549, (202) 
272-2888. 


SUPPLEMENTARY INFORMATION: The Securi- 
ties and Exchange Commission (‘““Commission” or 
“SEC”) announced today that it is publishing for 
comment a proposed order under the Securities 
Exchange Act of 1934 (“Act’)' which would re- 
quire the current participants in the Intermarket 
Trading System (“ITS”)? and the National Associ- 
ation of Securities Dealers, Inc. (“NASD”) to im- 
plement, by September 30, 1981,° an automated 
interface between the ITS and the NASD’s NAS- 
DAQ system, as enhanced to include, among 
other things, an order routing and automatic 
execution capability. That interface, when com- 
pleted, will permit market professionals trading in 
listed securities on participating exchanges or 
over-the-counter (“OTC”) to efficiently route or- 
ders between those two types of markets and will 
therefore significantly further the goals of a na- 
tional market system. 


|. Background 
A. Intermarket Linkages 


Section 11A(a)(2) of the Act, added by the Securi- 
ties Acts Amendments of 1975 (“1975 Amend- 
ments’’),* directs the Commission, having due re- 
gard for the public interest, the protection of 
investors and the maintenance of fair and orderly 
markets, to use its authority under the Act to 





115 U.S.C. 78a et seq., as amended by Pub. L. 
No. 94-29 (June 4, 1975). 


2The ITS is an inter-market order routing system 
operated jointly by certain national securities ex- 
changes and authorized by the Commission, on a 
provisional basis, as a national market system 
facility pursuant to Section 11A(a)(3)(B) of the Act. 
3See notes 37 and 61, infra. 


4Pub. L. No. 94-29 (June 4, 1975). 
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facilitate the establishment of a national market 
system for securities in accordance with the Con- 
gressional findings and objectives set forth in Sec- 
tion 11A(a)(1) of the Act. Among those findings and 
objectives is the “linking of all markets for qualified 
securities through communication and data proc- 
essing facilities.” 5 


On January 26, 1978, the Commission issued a 
statement on the national market system setting 
forth the Commission's views as to “those steps 
which it believes must be taken over the next year 
to facilitate development of the kind of national 
market system envisioned by the Congress and 
mandated by the 1975 Amendments.”® Among the 
steps called for by the Commission was 


the prompt development of comprehen- 
sive market linkage and order routing 
systems to permit the efficient transmis- 
sion of orders ... among the various 


markets for qualified securities, whether 
on an exchange or over-the-counter 
7 


In particular, the Commission stated that, in its 
view, one type of facility which was needed as a 
mechanism to link qualified markets was ‘an in- 
termarket order routing system ... [which] would 
permit orders for the purchase and sale of 
multiply-traded securities to be sent directly from 
any qualified market to another such market 
promptly and efficiently.”® The Commission re- 





5Section 11A(a)(1)(D) of the Act, 15 U.S.C. 
§ 78k-1(a)(1)(D). 


6Securities Exchange Act Release No. 14416 
(January 26, 1978) (“1978 Statement’), at 26, 43 
FR 4354, 4358. Previously, on June 23, 1977, the 
Commission had indicated that a national market 
system would include those “regulatory and tech- 
nological steps [necessary] to achieve a nation- 
wide interactive market system.” See Securities 
Exchange Act Release No. 13662 (June 23, 1977), 
at 20, 42 FR 33510, 33512. 


71978 Statement, supra note 6, at 28, 43 FR 
4358. 


8/d. at 29, 43 FR 4358. 
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quested the various self-regulatory organizations 
(“SROs”) to commit to implementation of this 
facility. 


In addition, the Commission, in commenting on the 
relationship of the ITS (which was still in the plan- 
ning stage at that time) to the requested market 
linkage facility, stated that 


[t]he need to develop and implement a 
new intermarket order routing system to 
link all qualified markets could be ob- 
viated if participation in the ITS market 
linkage currently under development 
were made available on a reasonable 
basis to all qualified markets and if all 
qualified markets joined that linkage.® 


In this connection, the Commission specifically in- 
dicated that ‘‘qualified markets” would include not 
only exchanges but OTC market makers as well.'° 


In March 1978, various exchanges"! filed jointly 
with the Commission a “Plan for the Purpose of 
Creating and Operating an Intermarket Communi- 
cations Linkage (“ITS Plan’).”'2 The ITS Plan 
contemplated the implementation of the ITS, an 
intermarket trading system linking the participants 
(and such other markets as might in the future 
participate in the ITS) and providing facilities and 
procedures for (i) routing of commitments to trade 
and administrative messages between and among 
the participants, and (ii) participation, under cer- 
tain conditions, by members of all participant mar- 
kets in opening transactions in those markets." 





9/d. at 30, 43 FR 4358. 
10/d, 


11The American (“Amex”), Boston (“BSE”), New 
York (“NYSE”), Pacific (“PSE”), and Philadelphia 
(“Phix”) Stock Exchanges. 


12The ITS Plan is contained in File No. 4-208. 


13The ITS Plan also contemplated the display of 
composite quotation information on the floors of 
each of the participating exchanges (at the desig- 
nated trading post) so that members of each par- 
ticipating exchange would be able to determine 
readily the best bid and offer for a particular 


Volume 21, No. 19, February 17, 1981 


With respect to participation in the ITS by SROs 
which were not original participants in the system, 
the ITS Plan provides expressly that “any other 
national securities exchange or national securities 
association may subscribe to the Plan and become 
a Participant ....”'4 In connection with the im- 
plementation of the ITS Plan, the participants re- 
quested that the Commission issue an order, pur- 
suant to Section 11A(a)(3)(B) of the Act,'® 
evidencing the Commission’s approval of the ITS 
Plan. 


On April 14, 1978, the Commission, noting that the 
ITS may provide the basis for an appropriate mar- 
ket linkage facility in a national market system, is- 
sued a provisional order, pursuant to Section 
11A(a)(3)(B), authorizing the filing exchanges (and 
any other SRO which agreed to become a partici- 
pant in the ITS Plan) to act jointly in planning, de- 
veloping, operating and regulating the ITS in ac- 
cordance with the terms of the ITS Plan for a 
period of 120 days.'® In addition, in authorizing the 
implementation of the ITS, the Commission urged 
those SROs not yet ITS participants to participate 
in the ITS.17 


In June 1979, the Commission, in addressing the 
need for intermarket linkages to achieve price 
protection for securities traded both on exchanges 
and in the OTC market, indicated its belief that it 


would be technologically possible to link 
all OTC market centers with each other 





multiply-traded security available from any par- 
ticipating exchange. /d. at 6-7. 


14/d. at 3. 
1545 U.S.C. § 78k-1(a)(3)(B). 


16Securities Exchange Act Release No. 14661 
(April 14, 1978), 43 FR 17419. 


17/d. at 7 n. 15, 43 FR 17421. On August 11, 1978, 
the Commission extended its authority for an addi- 
tional period of one year. Securities Exchange Act 
Release No. 15058 (August 11, 1978), 43 FR 
36732. In the interim the ITS Plan had been 
amended to include the Midwest Stock Exchange 
(“MSE”) as a participant. 
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and directly with the exchanges by 
means of an interface between ITS and 
an enhanced NASDAQ system.'® 


Shortly thereafter, during the Commission’s hear- 
ings regarding proposed Rule 19c-3 under the 
Act,'2 the NASD announced plans to enhance its 
NASDAQ System to include, among other things, 
a computer assisted execution system which 
wouid enabie participating firms to route their or- 
ders through the enhanced NASDAQ System to 
obtain automatic executions against quotations of 
market makers participating in the enhanced 
NASDAQ. The NASD also contemplated an auto- 
mated interface between the ITS and its enhanced 
NASDAQ System (‘Automated Interface’) to per- 
mit automated execution of commitments sent 
from participating exchanges and to permit market 
makers participating in the enhanced NASDAQ to 
efficiently route commitments to exchange markets 
for execution there. The NASD indicated that the 
enhanced NASDAQ would encompass trading of 
listed securities and that, in its discussions with 
the ITS participants, it intended to pursue an Au- 
tomated Interface.2° 


On September 21, 1979, the Commission issued a 
further provisional order extending its authoriza- 


tion for the joint operation of the ITS until January 
31, 1983.21 However, the Commission indicated 
several concerns with respect to the ITS which 
would require attention by the ITS participants 
during the extension period. In particular, the 
Commission indicated its belief 





18Securities Exchange Act Release No. 15926 
(June 15, 1979), at 62, 44 FR 36912, 36922. 


19Securities Exchange Act Release No. 15769 
(April 26, 1979), 44 FR 26688. As proposed, Rule 
19c-3 would have precluded exchange off-board 
trading restrictions from applying to most securi- 
ties listed after April 26, 1979. The rule would thus 
have permitted exchange member firms to engage 
in market making in a small number of listed secu- 
rities. 


20See In re Off-Board Trading Restrictions, File 
No. 4-220, at 9-10, 23-34. 


21Securities Exchange Act Release No. 16214 
(September 21, 1979), 44 FR 56069. 
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that the ITS Participants should 
promptly take whatever steps are nec- 
essary to ... conclude discussions with 
the NASD with respect to implementing 
a linkage between the ITS and over- 
the-counter market makers regulated by 
the NASD ... .22 


Moreover, the Commission indicated that, in order 
for the ITS to serve as a means to achieve the 
Commission’s goal of price protection on an inter- 
market basis, 


it will be necessary to...establish 
computerized interfaces between the 
ITS and over-the-counter market mak- 
ers regulated by the NASD... .?9 


The Commission further indicated its expectation 
that the NASD would become an ITS participant 
before October 1980, and stated that 





22/d. at 12, 44 FR 56072. The Commission also 
has called for a linkage between the ITS and the 
Cincinnati Stock Exchange’s (‘CSE’) National Se- 
curities Trading System (‘“NSTS”). The Commis- 
sion understands that the Boards of each of the 
ITS participants have approved “in principle” the 
NSTS’ participation in ITS. The Commission un- 
derstands that, as presently contemplated, NSTS 
will be linked with the ITS through a manual inter- 
face. An ITS terminal will be located on the CSE’s 
trading floor in Cincinnati, Ohio, and will be staffed 
by CSE personnel. All commitments sent from, or 
to, NSTS, will be initially routed to CSE’s trading 
floor to be rerouted to the designated market cen- 
ter. The Commission believes that the inclusion of 
NSTS in ITS and the development of the manual 
interface is a desirable step toward the full inte- 
gration of all market centers. The Commission is 
concerned, however, that a manual interface will 
prove too slow and cumbersome to provide an ef- 
ficient mechanism for routing orders among mar- 
ket centers. Accordingly, the Commission expects 
that, if the CSE is willing to implement the neces- 
sary technical changes in order to effect an auto- 
mated interface between the NSTS and the ITS, 
the ITS participants will take whatever steps are 
necessary to implement such an interface. 


23/d. at 14, 44 FR 56072. 
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if the contemplated ITS—NASD inter- 
face is not concluded promptly ... the 
Commission is prepared to review 
whether the temporary approval granted 
in this order should be continued or to 
take appropriate steps to require the in- 
clusion of those market centers pur- 
suant to the Commission’s authority 
under Section... 11A(a)(3)(B) .. . of 
the Act.24 


B. Rule 19c-3 


On June 11, 1980, the Commission adopted Rule 
19c-3 under the Act, which eliminated off-board 
trading restrictions with respect to most newly- 
listed securities and thereby permitted member 
firms of the NYSE and Amex to make markets 
OTC in a small number of NYSE and Amex-listed 
securities.25 In adopting that rule, the Commission 
recognized the significance of various market con- 
cerns expressed by commentators, most particu- 
larly the increased opportunity for internalization by 
exchange member firms.2° The Commission noted 


24/d., at 14-15, 44 FR 56072. The Commission 
substantially reiterated these views in a letter to 
Congress shortly thereafter. See letter from 
Harold M. Williams, Chairman, SEC, to the Honor- 
able Bob Eckhardt, Chairman, Subcommittee on 
Oversight and Investigations and the Honorable 
James Scheuer, Chairman, Subcommittee on 
Consumer Protection and Finance, House Com- 
mittee on Interstate and Foreign Commerce, dated 
Novemember 9, 1979, included in Progress To- 
ward the Development of a National Market Sys- 
tem, Joint Hearings before the Subcommittee on 
Oversight and Investigations and the Subcommit- 
tee on Consumer Protection and Finance of the 
Committee on Interstate and Foreign Commerce, 
House of Representatives, 90th Cong., 1st Sess., 
Serial 96-89. 





25Securities Exchange Act Release No. 16888 
(June 11, 1980), 45 FR 41125 (‘Rule 19c-3 Adop- 
tion Release’). The rule, as adopted, precludes 
exchange off-board training restrictions from ap- 
plying to most securities listed after April 26, 1979 
(“Rule 19c-3 Securities”). 


26 The Commission has defined the term “internali- 
zation” as referring to “the withholding of retail or- 
ders from other market centers for the purpose of 
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that certain commentators had expressed con- 
cerns that internalization could have three princi- 
pal adverse effects. First, these commentators 
suggested that internalization could have anticom- 
petitive effects with respect to both exchange spe- 
cialists and smaller broker-dealers since customer 
orders would not be exposed to other markets. 
Second, increased internalization might result in 
increased ‘‘fragmentation’2’ in the markets for 
Rule 19c-3 Securities, thereby possibly resulting 
in decreased pricing efficiency. Third, internaliza- 
tion might provide increased opportunities for 
“overreaching’2® of customers by exchange 
member firms.29 





executing them ‘in-house,’ as principal, without 
exposing those orders to buying and selling inter- 
est in those other market centers.” Rule 19c-3 
Adoption Release, supra note 25, at 18 n. 31, 45 
FR 41128 n. 31. 


27The Commission has stated that the term “frag- 
mentation” refers to “the dispersion of order flow 
among market centers.” See Rule 19c-3 Adoption 
Release, supra note 25 at 19, n. 32, 45 FR 41128. 


28The Commission has stated that the term “over- 
reaching” refers to “the possibility that broker- 
dealer firms may take advantage of their custom- 
ers by executing retail transactions as principal at 
prices less favorable to those customers than 
could have been obtained had those firms acted 
as agent.” See Rule 19c-3 Adoption Release, 
supra note 25, at 19 n. 33, 45 FR 41128. 


229Since enactment of the 1975 Amendments di- 
recting the Commission to consider removal of 
off-board trading restrictions, the Commission has 
participated in a nearly continuous public discus- 
sion of issues associated with internalization. In 
addition to the Rule 19c-3 releases, cited supra 
notes 19 and 25, the Commission has extensively 
articulated internalization concerns in two prior 
releases addressing off-board trading restric- 
tions. See Securities Exchange Act Release Nos. 
11942 (December 19, 1975) and 13662 (June 23, 
1977) 41 FR 4507, 42 FR 33510, relating to the 
adoption of Rule 19c-1 and the proposal of Rule 
19c-2 (“Rule 19c-2 Release’), respectively. The 
Commission also notes that the record (including 
extensive public hearings) of these Section 19(c) 
proceedings, as well as much of the work of the 
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However, while the Commission recognized these 
potential concerns, the Commission determined 
that they were outweighed by the benefits ob- 
tained from adoption of the rule, including the op- 
portunity to evaluate any adverse effects of trading 
in a limited environment free of off-board training 
restrictions.°° In this connection, the Commission 
noted the importance of the NASD’s completion of 
the NASDAQ enhancements in order to provide “a 
more efficient mechanism for over-the-counter 
market making in listed securities.”%' In addition, 
responding to concerns of commentators on Rule 
19c-3 that the creation of such an environment 
without intermarket linkages would result in vari- 
ous adverse consequences, the Commission indi- 
cated that it was important to 


achieve efficient linkages between tra- 
ditional exchange trading floors and 
markets conducted... over-the- 
counter....Such linkages, in the 
Commission’s view, are essential to 
achieving the maximum degree of order 
interaction between the various types of 
markets. The Commission therefore ex- 
pects that the NASD and the ITS par- 
ticipants will promptly conclude their 
negotiations and begin work on con- 
summating an automated linkage be- 
tween the ITS and the NASDAQ sys- 





Footnote, continued 


National Market Advisory Board (1977-78), has 
been directed to analyzing these important struc- 
tural issues. Finally, the Commission notes that, in 
withdrawing proposed Rule 19c-2 in 1980, it left 
outstanding the four internalization rule proposals 
published in 1977. See Rule 19c-2 Release at 
111-131, 42 FR 33525-7. See also Securities Ex- 
change Act Release No. 14674 (April 18, 1978), at 
5, 43 FR 17895. 


3°The Commission also announced the develop- 
ment of a monitoring program to study the issues 
raised by commentators, determined to publish 
monitoring reports on a periodic basis and com- 
mitted to a reexamination of those issues as ap- 
propriate in light of development in the markets. 
See Rule 19c-3 Adoption Release, supra note 25, 
at 49-53, 45 FR 41133-4. 


31/d. at 14-15, 45 FR 41127. 
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tem....The Commission requests the 
interested parties to these proposed 
linkages to provide the Commission with 
formal status reports (including time- 
tables for implementation) on the ITS- 
NASDAQ... linkage not later than 
September 1, 1980.9? 


In September 1980, each of the ITS participants 
responded to this request. The Amex, BSE, NYSE, 
Phix, and PSE submitted identical letters which in- 
dicated that those exchanges were not at that time 
willing to commit to development of an Automated 
Interface.33 The MSE, in a separate letter, raised 
various regulatory concerns with respect to the 
Automated Interface.°* In contrast, the NASD re- 
sponded to the Commission’s request by reaffirm- 
ing its commitment to the Automated Interface.%5 





321d. at 15-16, 45 FR 41127. 


33See, e.g., letter from John J. Phelan, Jr., Presi- 
dent and Chief Operating Officer, NYSE, to 
George A. Fitzsimmons, Secretary, SEC, dated 
September 16, 1980. 


In addition, the Amex submitted a separate letter 
in which it expressed its opposition to efforts to link 
upstairs markets to exchange markets in the con- 
text of its continuing opposition to Rule 19c-3. 
See letter from Robert J. Birnbaum, President, 
Amex, to George A. Fitzsimmons, Secretary, SEC, 
dated September 22, 1980, contained in File No. 
4-208. See also letter from Robert J. Birnbaum, 
President, Amex, to George A. Fitzsimmons, Sec- 
retary, SEC, dated December 12, 1980, contained 
in File No. 4-208. 


34See letter from John G. Weithers, President, 
MSE, to George A. Fitzsimmons, Secretary, SEC, 
dated September 15, 1980 (“September MSE 
Letter’), contained in File No. 4-208. See also 
letter from John G. Weithers, President, MSE, to 
John J. Phelan, Jr., President, NYSE, dated July 
31, 1980 (“July MSE Letter’), contained in File No. 
4-208. 


35See letter from Gordon S. Macklin, President, 
NASD, to George A. Fitzsimmons, Secretary, 
SEC, dated September 12, 1980 (‘‘NASD Letter’), 
contained in File No. 4-208. The NASD indicated 
that there are no significant technical concerns in 
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Moreover, the NASD provided the Commission 
and the ITS participants with a functional descrip- 
tion of the Automated Interface.*® In its response, 
the NASD also provided a status report with re- 
spect to the enhanced NASDAQ system and indi- 
cated that it intended to commence a pilot program 
testing the automated execution capability of the 
system in which, in each stock selected for the 
pilot, up to six brokerage firms would enter orders 
for execution in the enhanced NASDAQ and up to 
fifteen firms would act as market makers and 
would disseminate firm quotations. Subsequently, 
the NASD has begun testing the automated 
execution capability of the enhanced NASDAQ 
System.37 


On January 7, 1981, the NYSE Board of Directors 
met to consider the Automated Interface and ap- 
proved participation in a two-step “test” linkage 
between the ITS and the enhanced NASDAQ 





Footnote, continued 


connection with building the Automated Interface 
and estimated that the Automated Interface could 
be implemented within six months of an agreement 
among the parties to proceed. 


36See Description of NASD Market Services, Inc. 
Computer Assisted Execution System, contained 
in File No. 4-208. In its functional description the 
NASD also committed to developing a capability to 
provide the ITS participants with the best bid and 
offer among all market makers participating in the 
enhanced NASDAQ. 


37The Commission understands that the NASD 
anticipates that it will commence the operation of 
the pilot program in March 1981 as part of its on- 
going systems upgrade. Based on that under- 
standing and the NASD’s estimate that the Auto- 
mated Interface could be implemented within six 
months of an agreement among the parties to pro- 
ceed (see note 35, supra), the Commission is 
proposing to require implementation of the Auto- 
mated Interface by September 30, 1981. As indi- 
cated below, however, (see note 61, infra) the 
Commission has requested comment generally on 
the feasibility of achieving implementation of the 
Automated Linkage by that date and, in that con- 
nection, has specifically requested a status report 
from the NASD regarding its progress with respect 
to the enhanced NASDAQ System. 
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system. Under the NYSE approach to the Auto- 
mated Interface, the “test” would consist of two 
elements—the actual electronic linkage and a 
“preliminary” rule (“Preliminary Rule’) with re- 
spect to internalization by upstairs market makers. 
With respect to the actual linkage, the NYSE 
Board authorized the NYSE staff to cooperate with 
the NASD in commencing immediately to build the 
Automated Interface. With respect to internaliza- 
tion, the NYSE plan contemplated that a trading 
rule addressing internalization concerns would be 
developed by the exchanges, the NASD and the 
industry with the Securities Industry Association 
(“SIA”) performing a coordination function. In ad- 
dition, the NYSE Board determined that, although 
it expects that the Preliminary Rule will be promul- 
gated well before construction of the Automated 
Interface is completed, activation of the Interface 
would not occur in the absence of agreement upon 
(and Commission approval of) such a Rule.*® 


With respect to the actual operation of the Auto- 
mated Interface, the NYSE plan contemplates an 
initial “pilot” phase in which trading through the 
Automated Interface would be limited to the 30 
most active Rule 19c-3 Securities. During the pilot 
phase, the NYSE anticipates that the ITS partici- 
pants and the Commission would evaluate trading 
under the Preliminary Rule and other policy con- 
cerns which may be raised by trading Rule 19c-3 
Securities through the Automated Interface. The 
NYSE plan further anticipates that in the sub- 
sequent phase the Automated Interface would be 
expanded to include the trading of all Rule 19c-3 
Securities, but only after the completion of the pilot 
phase evaluation and agreement among the ITS 
participants and the NASD on any additional 
measures to address policy concerns identified by 
that evaluation. The Commission understands that 
the other ITS participants are in general agree- 
ment with the NYSE’s position with respect to the 
Automated Interface. 





38See Letter from John J. Phelan, Jr., President, 
NYSE, to Harold M. Williams, Chairman, SEC, 
dated January 20, 1981, contained in File No. 
4-208, at 4. 
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il. Discussion 
A. Need for an Automated Interface 


The Commission views the recent action by the 
NYSE Board and the NYSE-sponsored plan for 
implementing an Automated Interface as a signifi- 
cant and positive step in the evolution of a national 
market system. The Commission is encourged not 
only by the willingness of the NYSE and the other 
ITS participants to cooperate in immediately 
building the Automated Interface, but also by the 
commitment of the ITS participants and the indus- 
try to address promptly concerns about internali- 
zation.7? The Commission continues to believe 
that it is desirable for the industry to take the lead 
in the development, implementation and en- 
hancement of national market system facilities and 
in the formulation of solutions to national market 
system issues. Accordingly, the Commission be- 
lieves that affected industry participants should 
have every reasonable opportunity to advance na- 
tional market system goals without direct Commis- 
sion intervention and, to that end, the Commission 
and its staff stand ready to assist the interested 
parties in developing appropriate initiatives ad- 
dressing internalization concerns. 


Notwithstanding the Commission's strong support 
of this initiative on the part of the NYSE and other 
ITS participants, the Commission does not believe 
that industry efforts to address internalization con- 
cerns should operate to delay prompt implementa- 
tion of the automated Interface.*° As an initial 
matter, the Commission does not believe that im- 
plementation of the Automated Interface without a 
Preliminary Rule would exacerbate internalization 


39See note 38, supra. the NASD has recently re- 
sponded to the NYSE proposal. In its response, it 
indicated that, while it has reservations regarding 
the need for a rule addressing internalization, it is 
willing to commit to work with the NYSE and the 
SIA to achieve an appropriate interface at the ear- 
liest possible time. See letter from Gordon S. 
Macklin, President, NASD, to John J. Phelan, Jr., 
President and Chief Operating Officer, NYSE, 
dated January 26, 1981, contained in File No. 
4-208. 


40it should be noted that measures to address in- 
ternalization were discussed at length by industry 
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concerns as a structural matter.*’ In addition, the 
Commission believes that any delay in the im- 
mediate implementation of the Automated Inter- 
face would be inconsistent with the continued 
progress toward the creation of a national market 
system.42 The Commission has determined that 
the ITS, because of its ability to permit market 
participants to send orders from one market to 





commentators in connection with the Commis- 
sion’s hearings on Rule 19c-2 in 1977 and, more 
recently, in the Commission’s hearings on Rule 
19c-3, in both cases without the achievement of 
an industry consensus. Indeed, at the Rule 19c-3 
hearings, the NASD questioned whether any reg- 
ulatory measures were necessary to address in- 
ternalization concerns. See Off-Board Trading 
Rules: Hearing Before the Securities and Ex- 
change Commission, at 10 (June 20, 1979), 
(Statement of Gordon S. Macklin, President, 
NASD). 


41The Commission recognizes that the im- 
plementation of the Automated Interface may re- 
sult in additional OTC market making in Rule 
19c-3 Securities and thereby increase to some 
degree the extent of internalized trading activity. 
However, this increased market making is wholly 
consistent with the Commission’s desire, as ex- 
pressed in the Rule 19c-3 Adoption Release, to 
create a trading environment free of off-board 
trading restrictions in roder to evaluate internaliza- 
tion and other concerns. 


42Indeed, in mandating that the Commission 
facilitate the establishment of a national market 
system, the Congress found that 


the linking of a// markets for qualified 
securities through communication and 
data processing facilities will foster effi- 
ciency, enhance competition, increase 
the information available to brokers, 
dealers, and investors, facilitate the 
offsetting of investors orders and con- 
tribute to best execution of such orders. 
(emphasis added) 


Section 11A(a)(1)(D) of the Act, 15 U.S.C. 78k- 
1(a)(1)(D). 
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another, is consistent with national market system 
goals and, if efficiently linked with all markets, 
could become a permanent feature of a national 
market system. However, the current absence of 
any linkage between this system and market mak- 
ers trading OTC serves to maintain an environ- 
ment in which there are reduced opportunities to 
ameliorate market fragmentation, to eliminate 
pricing inefficiencies, obtain best execution and 
promote the type of competitive market structure 
which a national market system was designed to 
achieve. 


In the Commission’s view, the failure to achieve a 
linkage between exchange and OTC markets in 
listed securities inhibits a broker's ability to ensure 
best execution*? of his customer orders. Orders 
routed to exchange floors cannot be easily redi- 
rected to the OTC market in situations where more 
favorable prices are offered by OTC market mak- 
ers. Conversely, OTC market makers have no effi- 
cient means of achieving rapid execution of their 
orders on exchange floors.** Similarly, the failure 
to achieve an Automated Interface impedes “fair 
competition among brokers and dealers... and 
between exchange markets and markets other 
than exchange markets.”45 Without such a linkage, 
OTC market makers have little ability to interact 
with the vast majority of retail orders which pres- 
ently are routed to the primary exchange markets 





43See Section 11A(a)(1)(C)(iv), 15 U.S.C. 78k- 
1(a)(1)(C)(iv). 


44Non-member OTC market makers presently are 
only able to access exchange floors through cor- 
respondent relationships with member firms. While 
exchange member firms making markets in 19c-3 
Securities are able to send small orders to ex- 
change floors through existing wire systems and 
order routing systems such as DOT, this process 
in effect requires an upstairs market maker to lose 
control over the execution of the order. Con- 
versely, a linkage through ITS would permit an up- 
stairs market maker to specifically price an order 
(by reference to the prevailing market) and obtain 
an execution or cancellation within a one or two 
minute time parameter. 


45See Section 11A(a)(1)(C)(ii), 15 U.S.C. 78k- 
1(a)(1)(C)(ii). 
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or to attract additional order flow through their dis- 
played quotations.*6 


In addition, delays in the implementation of the 
Automated Interface would defer achievement of a 
fundamental goal of a national market system— 
nation-wide price protection of all orders. In its 
March 1979 Status Report,*” the Commission 
designated nation-wide price protection as a criti- 
cal national market system initiative. To this end, 
and in order to make the ITS a more efficient and 
useful linkage system, the ITS participants have 
recently agreed in principle to a rule which would 
preclude trade throughs in all ITS linked mar- 
kets.4® However, the failure to provide an efficient 
linkage between the OTC market and exchange 
markets provides a significant impediment to the 
effectiveness of any trade through rule adopted by 
the exchanges and would significantly inhibit ef- 
forts to achieve comprehensive nation-wide price 
protection. 


Most importantly, the need for an efficient linkage 
between ITS and the OTC market has been 
heightened by the adoption of Rule 19c-3. While 
the great preponderance of trading in 19c-3 Secu- 
rities occurs on the primary stock exchanges, in 
certain exchange-traded securities OTC market 
makers account for a significant percentage of 
total volume.*? This development increases the 





46 Overall, approximately 98% of consolidated vol- 
ume in exchange listed securities occurs on ex- 
change floors. Of course, as discussed in note 49, 
infra., OTC market makers do account for a 
signficant percentage of consolidated volume in 
certain 19c-3 Securities. See NYSE, 1980 Fact 
Book, at 14. 


47See Securities Exchange Act Release No. 
15671 (March 22, 1979), at 31-33, 44 FR 20360, 
20362-63. 


48See 1980 Annual Report of the ITS Operating 
Committee to the Securities and Exchange Com- 
mission, at 9-10, contained in File No. 4-208. 


49For example, Commission data indicate that, for 
the week of January 19-23, 1981, third market 
volume accounted for more than one-third of con- 
solidated volume in five 19c-3 Securities. 
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need to ensure the greatest possible interaction of 
orders in all market centers in order to eliminate 
trade throughs and to permit market makers in 
those securities to attempt to attract order flow 
through their displayed quotations. In addition, a 
linkage between ITS and the over-the-counter mar- 
ket is crucial to realize the Commission’s expecta- 
tion that the adoption of Rule 19c-3 would provide 
the Commission and the securities industry with 
valuable experience with respect to the effects of 
trading in an environment free of off-board trading 
restrictions.5° 


In summary the Commission believes that the im- 
mediate implementation of the Automated Inter- 
face is a critical event in the development of a na- 
tional market system and will not exacerbate inter- 
nalization concerns as a structural matter. Ac- 
cordingly, while the Commission endorses the de- 
cision of the ITS participants to address internali- 
zation concerns promptly, the Commission has 
also determined that any further delay in imple- 
menting the Automated Interface, beyond that 
which is necessary to introduce the enhanced 
NASDAQ tand to build the Automated Interface, 
would be inconsistent with the public interest, the 
protection of investors and the establishment of a 
national market system. Therfore, the Commission 
believes that it is appropriate to propose an order 
mandating the implementation of the Automated 
Interface by September 30, 1981.5'The Commis- 


sion’s determination to propose an order at this 
time should not be understood as being intended 
to discourage industry efforts to develop a gener- 
ally accepted means of addressing internalization 
concerns. To the contrary, the Commission be- 
lieves that the NYSE’s approach to addressing in- 
ternalization concerns constitutes precisely the 
type of industry generated initiative which the 
Commission has considered necessary to the 
achievement of the goals of its national market 
system program. While, as discussed above, the 
Commission does not believe that resolution of the 
issues associated with internalization must neces- 
sarily precede establishment of the Automated 
Interface, the Commission wishes to explicitly en- 
dorse the efforts of the ITS participants to address 
this important issue. As discussed in the Rule 
19c-3 Adoption Release, the Commission recog- 
nizes the potential problems which may flow from 
internalization and is committed on its own part to 
address related concerns®? as part of its evalua- 
tion of Rule 19c-3 (including a commitment to take 
appropriate regulatory action where necessary to 
counter any perceived adverse consequences re- 
sulting from internalization with respect to Rule 
19c-3 Securities). Thus, should the joint industry 
effort to address internalization not achieve indus- 
try agreement prior to implementation of the Au- 
tomated Interface, the Commission will reconsider 
what steps it should take to address internalization 
and other concerns. 








50See Rule 19c-3 Adoption Release, supra note 
25, at 12-13, 45 FR 41127. For example, the im- 
plementation of the Automated Interface should 
enhance the Commission’s and industry's ability to 
observe the degree to which integrated firms will in 
fact internalize their order flow if given the oppor- 
tunity to efficiently route orders elsewhere, and 
thereby increase the value of the Rule 19c-3 ex- 
perience as a basis for evaluating internalization 
concerns. 


51The Commission does not, however, regard the 
Automated Interface as necessarily the exclusive 
means of providing for interaction between the 
OTC and exchange markets. The NYSE has, on 
various occasions, suggested that it might develop 
a means for its member firms to interact with its 
floor. See letter from William M. Batten, Chairman, 
NYSE, to Harold M. Williams, Chairman, SEC, 
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dated February 25, 1980, contained in File No. 
4-208. The Commission encourages the NYSE 
and the other ITS participants to also pursue this 
or any other alternative means of providing direct 
competition between member firms and the tradi- 
tional floor community. 


52The Commission recognizes that other ITS par- 
ticipants, in particular the MSE, have expressed 
concern that exchange member firms making mar- 
kets in Rule 19c-3 Securities will be permitted to 
have direct access to ITS participants’ trading 
floors through the Automated Interface. Specif- 
ically, the MSE has suggested that OTC market 
makers should be subject to additional market 
making obligations and that problems remain in 
ensuring the comparability of transaction reporting 
in the OTC and exchange markets. See July and 
September MSE letters, supra note 34. 
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C. Commission Authority 


Section 11A(a)(3)(B) of the Act authorizes the 
Commission, in furtherance of its statutory direc- 
tive to facilitate the development of a national 
market system, by rule or order, 


to authorize or require self-regulatory 
organizations to act jointly with respect 
to matters as to which they share au- 
thority under the Act in planning, de- 
veloping, operating or regulating a na- 
tional market system (or a subsystem 
thereof) or one or more facilities thereof; 
(emphasis added) 


The language of Section 11A(a)(3)(B) states 
explicitly that the Commission not only may ap- 
prove national market system facilities in response 
to an application by SROs, but also may require 
SROs to implement such facilities on its own ini- 
tiative. Moreover, the possible need for Commis- 
sion regulatory compulsion in connection with the 
development of a national market system where 
necessary to supplement competitive forces was 
specifically recognized by the Congress in enact- 
ing the 1975 Amendments.5? 





53For example, the Committee of Conference of 
both Houses of Congress, in discussing the im- 
plementation of a national market system, stated: 


It is the intent of the conferees that the 
national market system evolve through 
the interplay of competitive forces as 
unncessary regulatory restrictions are 
removed. The conferees expect, how- 
ever, in those situations where competi- 
tion may not be sufficient, such as the 
creation of a composite quotation sys- 
tem or a consolidated transaction re- 
porting system, the Commission will use 
the power granted to it in [1975 
Amendments] to act promptly and effi- 
ciently to ensure that the essential 
mechanisms of an integrated secondary 
trading system are put into place as 
rapidly as possible. 
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D. Description of the Proposed Order 


As previously noted, the NASD has submitted to 
the Commission a proposed functional description 
of the Automated Interface. The Commission be- 
lieves that this functional description provides the 
essential characteristics of the Interface and has 
used it as the basis for the description of the 
Interface in the proposed order.54 


The proposed order would require that the ITS 
participants and the NASD jointly effect the Au- 
tomated Interface. The Interface would be required 
to permit users of the enhanced NASDAQ and ITS 
to send ITS commitments, responses and other 
existing types of messages between the ITS and 
the enhanced NASDAQ System.°®® In this connec- 
tion, the proposed order would require the ITS 





Committee of Conference, Report to 
Accompany S. 249, H.R., Rep. No. 94- 
249, 94th Cong., 1st Sess., at 92, re- 
printed in [1975] U.S. Code Cong. & Ad. 
News 321, 323. See also Securities Ex- 
change Act Release No. 16410 (De- 
cember 7, 1979), at 13-14, 44 FR 
72607, 72608-09. 


54The Commission also notes that the proposed 
order relies on the NASD functional description 
because the NASD has agreed to assume the 
principal responsibility for developing the Auto- 
mated Interface. 


55The proposed order does not provide technical 
specifications for the Automated Interface since 
the Commission preliminarily believes that it would 
be cumbersome and inflexible for the proposed 
order to include such specifications. As noted (see 
note 35, supra), the NASD indicated in its func- 
tional description that there are no significant 
technical concerns in connection with building the 
Automated Interface. In light of the absence in the 
NYSE’s recent response to the Commission of any 
mention of any technical concerns, the Commis- 
sion believes that the development of the Auto- 
mated Interface should not be delayed by any 
technical concerns. 
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participants to provide to the NASD, by April 15, 
1981, complete technical specifications of line 
protocols, message formats and other matters rel- 
evant to the Automated Interface. The Commis- 
sion also requests the NASD to provide to the 
Commission, by April 15, 1981, a status report re- 
garding its progress in testing the automatic 
execution capability of the enhanced NASDAQ 
System. In addition, the proposed order would re- 
quire the ITS participants and the NASD to pre- 
pare and submit to the Commission, by May 15, 
1981, a description of, and tiinetable for, the im- 
plementation of the Interface. Further, the order 
would require the ITS participants to prepare and 
submit to the Commission, by August 1, 1981, 
proposed amendments to the ITS Plan necessary 
to reflect participation of the NASD in the ITS. Fi- 
nally, the Commission requests the ITS partici- 





Footnote, continued 


However, the Commission is aware of three minor 
technical concerns relating to the Automated 
Interface. First, the ITS System presently is only 
capable of permitting users to input identifications 
of up to five “contra-parties” for any one commit- 
ment. This limitation should not raise any linkage 
problems while the enhanced NASDAQ System is 
still in the pilot phase since participation would be 
limited to a few market makers. However, it raises 
potential problems when the enhanced NASDAQ 
System and the Automated Interface are made 
available to all NASD members. The Commission 
understands that the ITS participants are presently 
developing a capability to permit the transmission 
of a virtually unlimited number of contra-parties. 
The Commission urges the ITS participants to 
complete development of this enhancement as 
quickly as possible and, in any event, no later than 
the end of the pilot stage of the Automated Inter- 
face. (See discussion accompanying notes 61-63, 
infra). 

Second, the ITS is presently only capable of re- 
ceiving one pre-opening application response from 
each ITS participant. As discussed at n. 57, infra, 
the Commission has addressed this problem by 
specifically requiring in the proposed order that the 
NASD aggregate pre-opening responses for all 
market makers for Rule 19c-3 Securities who are 
participating in the enhanced NASDAQ (‘CAE 
market makers’). 


Finally, the Amex, Phix, MSE, and NYSE have de- 
veloped proprietary quotation and transaction dis- 
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pants and the NASD to prepare and submit to the 
Commission, by August 1, 1981, a progress report 
with respect to efforts to resolve internalization 
concerns, including any industry agreed upon Pre- 
liminary Rule.56 


The proposed order also would require the NASD 
to assume sole responsibility to (1) modify the en- 





plays on their floors which receive that information 
directly from SIAC while the BSE and PSE use 
services of commercial vendors. Accordingly, it 
may be necessary for the best bid and offer for all 
CAE market makers (“CAE best bid and offer’) to 
be included in the existing Consolidated Quotation 
System data stream and disseminated over the 
high speed lines so that the vendors servicing the 
BSE and PSE may obtain the information. In addi- 
tion, the Commission preliminarily believes that 
the competitive and other interests of vendors 
generally may be served by the availability to them 
of the same information and that, therefore, no re- 
striction should be placed on vendors publicly dis- 
seminating the CAE best bid and offer provided 
that vendors also provide the third market infor- 
mation required by Rule 11Ac1-2 under the Acct. 


56The proposed order does not address the man- 
ner in which the costs of implementing the Auto- 
mated Interface would be apportioned, because 
the Commission understands that the ITS Partici- 
pants and the NASD are in general agreement on 
all significant cost allocation issues. Specifically, 
the Commission understands that the NASD will 
assume most costs relating to the implementation 
of the Interface and related systems capabilities, 
such as developing a capability to calculate the 
best bid and offer for CAE market makers in ITS 
securities and developing the capability to permit 
the enhanced NASDAQ System to scan existing 
quotations contained in the system and determine 
the CAE market makers to which an ITS commit- 
ment should be reported. The Commission further 
understands that the ITS participants will only be 
responsible for the costs associated with inclusion 
of any new ITS participant, j.e., the costs as- 
sociated with modifying their quote displays to dis- 
play the best CAE market maker quotation and 
modifying their ITS terminals to send and receive 
orders from and to the enhanced NASDAQ Sys- 
tem. 
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hanced NASDAQ system to send and receive 
commitments, administrative messages, pre- 
opening notifications®’ and responses and any 
other existing messages in the ITS standard for- 
mat,5® and (2) collect and make available to SIAC, 
as ITS plan processor, the best bid and offer, with 
size, in each ITS security.°9 


In addition to specifying the actions which must be 
taken by the ITS participants and the NASD,®° the 
proposed order sets out certain additional 
characteristics which the Automated Interface 
must possess and restrictions on its use by NASD 
members. While the Commission believes that the 
restrictions set forth in the order have been con- 
templated in the negotiations between the NASD 
and the ITS participants, in light of certain con- 
cerns which have been raised by the MSE, the 
Commission believes that it would be useful to 
briefly discuss these restrictions. 


The MSE has indicated a concern that, with the 
Automated Interface in place, exchange member 
firms could use the ITS as an order routing 
mechanism for both agency and proprietary or- 





57With respect to pre-opening responses sent from 
the enhanced NASDAQ, the proposed order re- 
quires that those responses be aggregated as a 
single or series of responses. 


58In the NASD’s functional description, the NASD 
indicated that the enhanced NASDAQ would be 
capable of both sending and receiving ITS com- 
mitments in ITS standard format. 


59The NASD also recognized the need to provide 
CAE market maker quotations to all ITS partici- 
pants and indicated that NASD Market Services, 
Inc. (a wholly owned subsidiary of the NASD) 
would calculate and provide to SIAC for dissemi- 
nation to the ITS participants the highest bid price 
with size and the lowest offer price with size of the 
CAE market makers in ITS securities. 


69While the order does not require the ITS partici- 
pants and the NASD to develop a surveillance 
program with respect to trading through the Auto- 
mated Interface, the Commission anticipates that 
those SROs will individually and cooperatively de- 
velop such a program. 
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ders, in securities where they are not acting as a 
market maker, enabling those firms to use the ITS 
to avoid floor brokerage and transaction fees and 
perhaps avoid the need for exchange membership. 
The Commission understands that most brokerage 
firms already have the capability to access each of 
the exchanges either through their own; or com- 
mercially available, order routing systems. While 
the Commission believes that it might be useful for 
some brokerage firms if they were provided the 
capability to route orders through the enhanced 
NASDAQ System to the exchanges, such a deter- 
mination should appropriately lie in negotiations 
among the NASD, the ITS participanis and the rel- 
evant firms. Accordingly, the proposed order spe- 
cifically indicates that OTC firm access to ITS, in 
particular stocks, would be limited to firms making 
markets in those stocks. 


The proposed order would require that the Auto- 
mated Interface ultimately include all CAE market 
makers and all Rule 19c-3 Securities in which 
there is at least one CAE market maker (“CAE Se- 
curities”). However, the Commission recognizes 
that the immediate inclusion of all Rule 19c-3 Se- 
curities in an Automated Interface might delay the 
implementation of the Automated Interface. Ac- 
cordingly, the proposed order permits a pilot phase 
commencing September 30, 19816! during which 
participation in the Automated Interface would be 
limited to no more than five OTC market makers 
per stock®? and a maximum of 30 Rule 19c-3 Se- 
curities.63 The proposed order would further re- 





61 See note 37, supra. The Commission requests 
comment regarding whether the lead time estab- 
lished in the proposed order is sufficient to build 
and implement the Automated Interface. 


62The Commission preliminarily believes that the 
limitation to five market makers per stock is 
necessary in light of present limitations of the ITS 
with respect to ‘“‘contra-parties.” See note 55, 
supra. 


63 As indicated, the order would only require the in- 
clusion of Rule 19c-3 Securities in the Automated 
Interface. The Commission understands that cer- 
tain of the ITS participants have suggested that 
any interface be limited to Rule 19c-3 Securities. 
This position apparently arises out of a concern 
that the application of the Automated Interface to 
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quire, however, that full implementation of the 
Automated Interface, including all Rule 19c-3 Se- 
curities, be completed within six months of the 
commencement of the pilot phase (/.e., not later 
than March 31, 1982). Finally, the Commission re- 
quests comment on whether the proposed pilot is 
of appropriate duration or, indeed, necessary at 
all. 


D. Competition and Request for Public Comment 


In determining to issue the proposed order, the 
Commission has considered whether any possible 
anti-competitive impact of the Commission’s pro- 
posed action would outweigh the regulatory bene- 
fits gained in terms of furthering the purposes of 
the Act. The Commission preliminary believes that 
issuance of the proposed order would not impose 
any burden on competition not necessary or ap- 
propriate in furtherance of the purposes of the Act. 
Indeed, as discussed above, the Automated 
Interface, by enhancing the access of OTC and 
exchange market makers to each other’s markets, 
should increase market making competition. Not- 
withstanding its limited scope, the Commission re- 
quests public comment regarding any possible 
anti-competitive impact of the proposed order. 


As reflected in the summary chronology set forth 
above, implementation of the Automated Interface 
has been a matter of general public discussion in 
the national market system context for at least 
three years, was proposed by the NASD during the 
public hearings on Rule 19c-3 in 1979 and was 
specifically directed by the Commission in adopt- 
ing Rule 19c-3 in mid-1980. In light of the exten- 
sive public scrutiny which the Automated Interface 
proposal has received during this period, the 
Commission has set a 30-day comment period on 
the proposed order. Particularly in view of this time 
schedule, the Commission remainds commen- 
tators that the scope of the proposed order is lim- 


Footnote, continued 





non-Rule 19c-3 Securities might, in some way, re- 
sult in the removal of off-board trading restrictions 
with respect to those securities. See July MSE 
letter, supra note 34. The Commission, however, 
does not view the existence of an Automated 
Interface as having any direct effect on existing 
off-board trading rules or any subsequent Com- 
mission action with respect to those rules. 
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ited to implementation of the Automated Interface. 
Comments relative to the merits of the adoption of 
Rule 19c-3, and issues associated therewith (as 
opposed to the proposed linkage itself), are not 
germane to the proposed order. 


Interested persons are invited to submit written 
presentations of views, data and arguments con- 
cerning the proposed order, including the feasibil- 
ity of implementing the Automated Interface by 
September 30, 1981. Persons wishing to make 
such submissions should file six copies thereof 
with George A. Fitzsimmons, Secretary, Securities 
and Exchange Commission, Room 892, 500 North 
Capitol Street, Washington, D.C. 20549, not later 
than 30 days from the publication of this release in 
the Federal Register. 


All submissions should refer to File No. 4-208, and 
will be available for public inspection at the Com- 
mission’s Public Reference Room, Room 6101, 
1100 L Street, N.W., Washington, D.C. 20549. 


lil. Text of Proposed Order 


The Securities and Exchange Commission hereby 
proposes to issue an order pursuant to its authority 
under the securities Exchange Act of 1934 [15 
U.S.C. 78a et seq., as amended by Pub. L. No. 
94-29 (June 4, 1975)] and particularly Sections 2, 
3,6, 10, 11, 11A, 15, 17 and 23 thereof [15 U.S.C. 
§§ 78b, 78c, 78f, 78), 78k, 78k-1, 780, 78q, 78w). 
The text of the proposed order is as follows: IT IS 
HEREBY ORDERED THAT the American Stock 
Exchange, Inc., Boston Stock Exchange, Inc., 
Midwest Stock Exchange, Inc., New York Stock 
Exchange, Inc., Pacific Stock Exchange, Inc., 
Philadelphia Stock Exchange, Inc. and any other 
self-regulatory organization which hereafter be- 
comes a participant in the Intermarket Trading 
System (“ITS”) (collectively, the “Current ITS Par- 
ticipants”) and the National Association of Securi- 
ties Dealers, Inc. (“NASD”) shall act jointly in 
planning, developing and operating an automated 
intermarket communications linkage between the 
ITS and the NASDAQ electronic interdealer quota- 
tion system, as modified by the NASD to permit 
computer assisted execution (‘Enhanced NAS- 
DAQ”), in order to permit those systems to send 
and receive commitments to trade and responses 
thereto, pre-opening notifications and responses 
thereto (which, with respect to responses sent 
from the enhanced NASDAQ, shall be aggregated 
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as a single, or series of, responses) and adminis- 
trative messages in standard ITS format with re- 
spect to any security subject to Rule 19c-3 under 
the Act included in the ITS in which at least one 
over-the-counter market maker (“CAE market 
maker’) is registered as such with the NASD for 
purposes of use of the Enhanced NASDAQ (the 
“Automated Interface’); Provided, however, that 
CAE market makers may only use the Automated 
Interface with respect to securities in which they 
are acting as market maker. The Current ITS Par- 
ticipants and the NASD shall take whatever ac- 
tions are appropriate, individually or jointly, to as- 
sure that the Automated Interface is operational on 
or before September 30, 1981; Provided, how- 
ever, that the Automated Interface may initially be 
made operational on a pilot basis, limited to no 
more than five market makers per stock and those 
30 securities subject to Rule 19c-3 under the Act 
which had the largest aggregate share volume as 
reported in the consolidated transaction reporting 
system during the second quarter of 1981, if full 
operation of the Interface is not deferred beyond 
March 31, 1982. The Current ITS Participants and 
the NASD shall file with the Commission, not later 
than May 15, 1981, a detailed timetable for im- 
plementation of the Automated Interface, including 
the Automated Interface testing schedules be- 
tween the Current ITS Participants, details of any 
pilot phase, and plans for expansion beyond the 
pilot phase. 


In implementing the foregoing, the Current ITS 
Participants ARE HEREBY ORDERED 


(i) to develop, and furnish to the NASD on or be- 
fore April 15, 1981, complete technical specifica- 
tions of line protocols, message formats and other 
matters which are necessary to the implementa- 
tion of the Automated Interface; 


(ii) to submit to the Commission, on or before Au- 
gust 1, 1981, proposed amendments to the “Plan 
for the purpose of creating and operating an In- 
termarket Communication Linkage” filed with and 
approved by the Commission (“ITS Plan’), re- 
flecting the inclusion of the NASD as an ITS Par- 
ticipant; and 


(iii) prior to July 31, 1981, to develop a capability 
to receive quotations from CAE market makers 
and revise quotation displays on their respective 
floors to reflect quotations from CAE market mak- 
ers. 
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The NASD IS HEREBY ORDERED to collect and 
process quotations from CAE market makers and 
make available to the ITS Plan processor, on a 
current and continuous basis during each trading 
day, the best bid and best offer of all such CAE 
market makers, together with the size associated 
with such best bid and such best offer; Provided, 
however, that in the event two or more CAE mar- 
ket makers make available bids or offers at the 
same price the size of the best bid or offer shall be 
the aggregate of the size indicated by the CAE 
market makers. 


By the Commission. 


George A. Fitzsimmons 
Secretary 


February 5, 1981. 





SECURITIES EXCHANGE ACT OF 1934 
Rel. No. 17517/Feb. 5, 1981 


PROPOSED AMENDMENTS TO PROXY RULES 
AND PROVISIONS RELATING TO SHARE- 
HOLDER COMMUNICATIONS GENERALLY 


ACTION: Proposed amendments to rules, regula- 
tions and schedules. 


SUMMARY: The Commission is publishing for 
comment proposed rule, regulation and schedule 
amendments relating to disclosure of (1) business 
and other relationships between a director and the 
issuer, (2) full board consideration of shareholder 
nominations, (3) the vote needed for election to 
office, (4) management indebtedness and remu- 
neration, and (5) beneficial ownership, as well as 
(6) certain amendments affecting shareholder pro- 
posals. The proposed amendments are intended 
to improve disclosure and to reduce compliance 
burdens on registrants. 


DATE: Comments must be received on or before 
May 15, 1981. 


ADDRESSES: Comments should be submitted in 
triplicate to George A. Fitzsimmons, Secretary, 
Securities and Exchange Commission, 500 North 
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Capitol Street, Washington, D.C. 20549. Comment 
letters should refer to File No. S7-871. All com- 
ments received will be available for public inspec- 
tion and copying in the Commission's Public Ref- 
erence Room, 1100 L Street, N.W., Washington, 
D.C. 20549. 


FOR FURTHER INFORMATION CONTACT: 
Stepehen W. Hamilton (202) 272-2390, Division of 
Corporation Finance, Securities and Exchange 
Commission, 500 North Capitol Street, Washing- 
ton, D.C. 20549. 


SUPPLEMENTARY INFORMATION: The Securi- 
ties and Exchange Commission today published 
for comment certain proposed amendments to 
Regulation 14A (17 CFR 240.14a-1 et seq.) and 
Schedule 14A (17 CFR 240.101) under the Secu- 
rities Exchange Act of 1934 (“Exchange Act’) (15 
U.S.C. 78a et seq. (1976 and Supp. | 1977)), as 
well as to Regulation S-K (17 CFR 229.20). These 
schedule, rule and regulation proposals include: 
(1) amendments to Item 6(b) of Schedule 14A 
concerning relationships of directors; (2) amend- 
ments to Item 6(d) of Schedule 14A concerning full 
board consideration of shareholder nominations; 
(3) amendments to Item 22 of Schedule 14A re- 
garding the vote required for approval of certain 
matters; (4) amendments to Item 4(e) of Regula- 
tion S-K concerning management indebtedness 
and to Item 4(d) of Regulation S-K and Item 9 of 
Schedule 14A with respect to remuneration disclo- 
sure; (5) amendments to Item 6 of Regulation S-K 
regarding beneficial ownership,’ and (6) amend- 
ments to Rule 14a-8 (17 CFR 240.14a-8) con- 
cerning proposals of security holders. 


For the most part, the proposed amendments 
reflect efforts to address points raised by the writ- 
ten comments received in response to inquiries 
made in an interpretive release on Item 6(b)?, and 





'It should be noted that if the proposed revision of 
Regulation S-K and the Guides for the Preparation 
and Filing of Registration Statements and Reports 
is adopted as proposed, Items 4 and 6 of Regula- 
tion S-K will be renumbered as Items 21 and 31, 
respectively. See Securities Act Release No. 6276 
(December 23, 1980) [46 FR 78]. 


Securities Exchange Act Release No. 16163 
(September 6, 1979) [44 FR 53425]. The com- 
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to implement some of the recommendations con- 
tained in the Staff Report on Corporate Account- 
ability issued by the Division of Corporation Fi- 
nance in September 1980.% Certain proposed 
amendments to the uniform disclosure provisions 
of Regulation S-K also have been included in this 
release because of their particular relevance to 
shareholder communications. Generally speaking, 
the Commission believes that the proposed 
amendments, which are discussed below, will im- 
prove or maintain the quality of disclosure and will 
reduce compliance burdens. The Commission an- 
ticipates that any final action on these proposals 
will be effective for the 1982 proxy season. 


Pursuant to 5 U.S.C. 605(b), the Chairman of the 
Commission has certified that the amendments 
proposed herein will not, if promulgated, have a 
significant economic impact on a substantial 
number of small entities. This certification, includ- 
ing the reasons therefor, is attachec to this re- 
lease. 


|. ltem 6(b)— Disclosure of Relationships 


Adopted in 1978, Item 6(b) of Schedule 14A 
applies when action is to be taken with respect to 
the election of directors and requires disclosure of 
certain significant personal and economic relation- 
ships between a director or director nominee (col- 
lectively, for purposes of the Item 6(b) discussion, 
a “director’) and the issuer. In adopting this provi- 
sion, the Commission stated that the nature and 
scope of a director's relationship with an issuer 
can bear on a director’s capacity to render inde- 
pendent judgment, and therefore information re- 
garding such relationship should be furnished to 
shareholders when they exercise their franchise.4 





ments received in response to this release are dis- 
cussed in the Staff Report on Corporate Account- 
ability at 73-92. 


3Division of Corporation Finance, Securities and 
Exchange Commission, Staff Report on Corporate 
Accountability, 96th Cong., 2d Sess. (Comm. Print 
1980) (Senate Comm. on Banking, Housing and 
Urban Affairs) [hereinafter Staff Report}. 


4Securities Exchange Act Release No. 15384 (De- 
cember 6, 1978) [43 FR 58522]. 
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The Staff Report made certain recommendations 
with respect to Item 6(b), and this release pro- 
poses some of these changes, which generally 
should reduce the costs of compliance while pre- 
serving the benefits of Item 6(b) disclosures. In 
addition, the Commission recognizes that there 
has been some confusion regarding the relation- 
ship of Item 6(b) and Item 4(f) of Regulation S-K, 
mainly because both Item 6(b) and Item 4(f) re- 
quire disclosures relating to certain transactions 
between entities. Accordingly, the Commission is 
issuing this release to provide additional guidance® 
in this area and also is seeking comment on 
whether it is desirable or appropriate to combine 
the disclosure requirements of Item 6(b) and Item 
A(f) into a single, uniform Regulation S-K disclo- 
sure item. 


A. Relationship of Items 6(b) and 4(f) 


Initially, it must be recognized that Item 4(f) of 
Regulation S-K and Item 6(b) of Schedule 14A 
originally were adopted to serve differing disclo- 
sure functions. While Item 4(f) is designed mainly 
to elicit information about conflict-of-interest trans- 
actions involving management, Item 6(b) seeks 
information relevant to the ability of directors to 
render independent judgments in the performance 
of their duties. 


Item 4(f) is derived from a long-standing conflict- 
of-interest provision which was originally promul- 
gated in 1942 as part of Schedule 14A of the 
Commission’s proxy rules® and in 1978 was 





5The Division of Corporation Finance previously 
has issued an interpretive release on this subject. 
See Securities Exchange Act Release No. 16163 
(September 6, 1979) [44 FR 53426]. While the 
proposed amendments are under consideration, 
issuers should continue to rely on the interpreta- 
tions in that release. If the proposed amendments 
are adopted, all interpretations contained in that 
release (to the extent they are not incorporated 
into Item 6(b)) will remain in force, except for 
Question 12 of that release regarding payments to 
law firms, which will be rescinded. See text ac- 
companying notes 30-31 infra. 


6 See Securities Exchange Act Release No. 3347 
(December 18, 1942)[7 FR 10653]. 
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adopted as part of the uniform disclosure provi- 
sions of Regulation S-K.’ Item 4(f) requires dis- 
closure, in both proxy statements and certain reg- 
istration statements for the offer and sale of secu- 
rities,® of transactions in which certain individuals 
affiliated with the issuer (which include, but are not 
limited to, directors) have “a direct or indirect ma- 
terial interest.” 


While the Instructions to Item 4(f) provide some 
guidelines for determining what constitutes a ma- 
terial interest,9 for the most part this determination 
is one based on “the significance of the informa- 
tion to investors in light of all of the circumstances 
of a particular case.’’'° Moreover, transactions 
between business entities (as opposed to an indi- 
vidual and an entity) are disclosable under Item 
4(f) only to the extent that a specified individual 
has an “indirect material interest” in the transac- 
tion.’’ Item 4(f) therefore requires disclosure of 
those transactions in which an individual affiliated 
with the issuer has a material interest, either di- 
rectly or through an intermediary entity. 


Item 6(b) was adopted as part of the Commission’s 
proxy rules, rather than Regulation S-K. Attention 
at that time had been focused on the relevance of 





7Securities Act Release No. 5949 (July 28, 1978) 
[43 FR 34407]. 


8 These include registration statements by issuers 
that are not subject to the Commission’s proxy 
rules, including Item 6(b). 


9E.g., Instruction 2(c) states that no information 
need be furnished if the amount involved in the 
transaction does not exceed $50,000. See also 
note 11 infra. 


1° Instruction 10 to Item 4(f). 


Instruction 3 to Item 4(f) provides some guid- 
ance regarding which entity transactions result in 
an indirect material interest to a specified indi- 
vidual and therefore must be disclosed. For exam- 
ple, it specifies that a person will not be deemed to 
have an indirect material interest in a transaction if 
that interest arises solely from the person’s posi- 
tion as a director or less than 10 percent equity 
holder of another non-partnership entity, or both. 
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information regarding director independence to 
voting, as opposed to investment, decisions. A 
major provision of Item 6(b) is subparagraph (3), 
which addresses customer, supplier and creditor 
relationships. The disclosure requirements of Item 
6(b)(3) most frequently involve transactions that 
also must be disclosed under Item 4(f).12 


The various subparagraphs of Item 6(b)(3) estab- 
lish specific criteria for determining which relation- 
ships must be disclosed. In other words, Item 
6(b)(3) requires disclosure of business relation- 
ships between the issuer and another entity which, 
based on specific thresholds, may bear on a di- 
rectors independence. 


As a result of the differing purposes of Item 6(b)(3) 
and Item 4(f), these provisions quite appropriately 
do not always require disclosure of the same busi- 
ness transactions.'? In other instances, however, 
the Commission is aware that Item 6(b)(3) and 
Item 4(f) may require disclosure of the very same 





12Other provisions of Item 6(b), such as para- 
graphs (4) and (5) regarding law firms and invest- 
ment bankers, may also elicit information that is 
required to be disclosed under Item 4(f). 


13This point can be illustrated through hypothetical 
examples. Assume that a director nominee (‘‘D’) 
of the issuer (‘I’) is also the president and a 50 
percent shareholder of a corporation (“S”) which 
sells products to |. In the latest fiscal year the dol- 
lar value of materials sold to | amounts to 
$500,000, or 10 percent of the consolidated gross 
revenues of S. In the Commission’s opinion, the 
above relationship would result in an indirect ma- 
terial benefit to D and would be the type of busi- 
ness relationship which could affect D’s independ- 
ence. Accordingly, disclosure would be required 
pursuant to both Item 6(b)(3) and Item 4(f). 


If, however, D in the above example was only a 
director of S, disclosure would be required pur- 
suant to Item 6(b)(3), but could be omitted under 
Item 4(f) pursuant to Instruction 3(a). Under Com- 
mission rules, D’s affiliation with S is not so ciose 
that D has a material, indirect interest resulting in 
a disclosable conflict of interest, yet the business 
relationship is of a sufficient magnitude that D’s 
potential for rendering independent judgment 
could be affected. 
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relationships. While some duplication of disclosure 
obligations is unavoidable under existing provi- 
sions since relationships that may affect inde- 
pendence and transactions that result in conflicts 
of interest are not mutually exclusive, the Com- 
mission is aware that this overlap has resulted in 
some confusion and a desire for consistency by 
issuers preparing proxy statements.'4 


The Commission recognizes that it would be pos- 
sible, consistent with the spirit of Item 6(b), to 
apply the disclosure standards of that Item to the 
entity transaction provisions of Item 4(f), and 
thereby produce a single, comprehensive disclo- 
sure provision concering both conflict-of-interest 
transactions and business relationships which may 
affect independence. Such a provision presumably 
would not be limited to proxy statements providing 
disclosure in connection with voting decisions, but 
also would encompass registration statements 
providing disclosure in connection with investment 
decisions.'5 Such a uniform provision would prob- 
ably simplify compliance and would be more con- 
sistent with the Commission’s integrated disclo- 
sure system. 


The Commission recognizes that no clear dividing 
line separates that information which is relevant to 
investment decisions from that which is important 
to voting decisions.'® Certain provisions of the 





14The proper location in proxy statements of in- 
formation which is responsive to both Items is ad- 
dressed under “C. Location of Information” infra. 


15Such a uniform provision, which could be de- 
veloped either as a subparagraph of Item 4 or as a 
separate item of Regulation S-K, presumably also 
would encompass certain indebtedness transac- 
tions involving issuers and “associates” of a di- 
rector which are currently disclosable under Item 
4(e) of Regulation S-K. In this regard, see note 22 
infra. 


16ltem 4(f) illustrates this point, as does Item 3 of 
Regulation S-K, which requires disclosure of a di- 
rector’s identity, family relationships, business ex- 
perience, other directorships and involvement in 
certain legal proceedings. This Item 3 information 
is relevant to voting, as well as investment, deci- 
sions, and is required to be disclosed both in reg- 
istration statements and, pursuant to Item 6(a) of 
Schedule 14A, in proxy statements. 
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proxy rules, notably those relating to audit com- 
mittees, have already been identified as potentially 
relevant to an enterprise generally, and considera- 
tion has been given to applying those disclosure 
provisions to registration statements relating to in- 
vestment decisions as well as to proxy statements 
relating to voting decisions.'? Other information 
about the composition, structure and functioning of 
a board of directors also could be relevant to an 
investment decision.'® 


The Commission is interested in exploring possible 
changes which would simplify and improve its dis- 
closure provisions and therefore is soliciting writ- 
ten comments on whether the type of information 
required by Item 6(b) is relevant to investment, as 
well as voting, decisions, and whether a single, 
uniform Regulation S-K item on conflicts and 
business relationships should be developed as a 
component of the integrated disclosure system. 


B. Thresholds for Disclosure 


In the interim, the Commission is proposing sev- 
eral changes to Item 6(b)(3) to clarify some disclo- 
sure provisions and to reduce the costs of com- 
pliance. As discussed below, it is proposed to re- 
vise certain provisions of existing subparagraphs 
(b)(3)(iii)-(viii), and to add a new subparagraph 
(b)(3)(ix). 


First, as recommended in the Staff Report,'9 the 
Commission proposes to raise to 5 percent from 1 
percent the ownership threshold for disclosure of 
business relationships between the issuer and an 
entity in which a director has an equity interest. 





'7The Commission has solicited comments on 
whether the audit committee information required 
to be disclosed under the proxy rules should also 
be included in registration statements filed under 
the Securities Act of 1933. See Securities Act 
Release No. 6235 (September 2, 1980) [45 FR 
63693]. 


18 See, e.g., Weiss and Schwartz, “Using Disclo- 
sure to Activate the Board of Directors,” in Corpo- 
rations at the Crossroads: Governance and Re- 
form 131 (DeMott ed. 1980). 


19 Staff Report at 91. 
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The Commission believes that a 5 percent owner- 
ship standard would lessen the compliance burden 
on registrants and would allow shareholders to 
focus more readily on disclosure of more signifi- 
cant relationships.2° 


Second, the Commission is proposing to add a 
provision to Item 6(b)(3)(viii) which would permit, 
consistent with previous staff interpretations,2' the 
exclusion of amounts due for purchases subject to 
the usual trade terms in calculating the aggregate 
amount of indebtedness. Trade debt is more ap- 
propriately considered in connection with the cal- 
culation of amounts arising from customer and 
supplier relationships pursuant to Items 
6(b)(3)(i)-(ii) and (iv)-(v). This proposed change 
would result in the consistent treatment of trade 
debt for purposes of Item 6()(3) and Item 4(e) of 
Regulation S-K.2? Similarly, Item 6(b)(3)(iii) would 
be amended, consistent with previous staff in- 
terpretations,?° to refer to the aggregate amount of 
indebtedness as of the fiscal year end of the is- 
suer. Finally, Item 6(b)(3)(vii) would be amended 
to permit the exclusion of payments for property or 





20With respect to Item 4(f), see a/so note 11 
supra. 


21See Question 3 of Securities Exchange Act Re- 
lease No. 16163 (September 6, 1979) [44 FR 
53426]. 


22This change reflects the Commission's belief 
that a more uniform definition of the term “indebt- 
edness” is desirable. See Staff Report at 92. The 
Commission recognizes that this amendment only 
partially alleviates the inconsistencies regarding 
indebtedness which exist between, for example, 
Item 6(b)(3) and Item 4 of Regulation S-K. The 
entities covered by the indebtedness provisions of 
Item 6(b)(3) may differ from those entities which 
are covered by the use of the term “associate” in 
Item 4(e). This is another issue which could be re- 
solved by the combination of Item 6(b) and Item 4 
disclosure provisions. In this regard, see generally 
the discussion in Part I(A) of this release, “Re- 
lationship of Items 6(b) and 4(f)” supra. 


23See Question 4 of Securities Exchange Act Re- 


lease No. 16163 (September 6, 1979) [44 FR 
53426]. 
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services when the transaction involves the ren- 
dering of services as a common or contract carrier, 
in addition to the existing provision which permits 
such exclusion when services are performed as a 
public utility. This change would conform proposed 
Item 6(b)(3)(vii)(A) with Instruction 2(a) of Item 4(f) 
of Regulation S-K. 


Third, the Commission is proposing to add Item 
6(b)(3)(vii)(C) which would, in computing the 
aggregate amount of payments for services or 
property, permit the exclusion of payments made 
to or received by a “5 percent subsidiary.” A 5 
percent subsidiary, in turn, is defined as a signifi- 
cant subsidiary under Rule 1-02(v) of Regulation 
S-X,?4 except that the applicable asset, sales and 
revenue and income thresholds are 5 percent 
rather than 10 percent. The 5 percent subsidiary 
concept reflects an effort, consistent with the rec- 
ommendation made in the Staff Report,25 to 
lessen the costs of compliance by permitting the 
omission of amounts arising out of transactions 
involving certain de minimis subsidiaries. In addi- 
tion, this proposed exclusion would be available 
only if all 5 percent subsidiaries engaged in trans- 
actions, when considered in the aggregate as a 
single subsidiary, would not constitute a significant 
(i.e., over 10 percent) subsidiary under rule 
1-02(v) of Regulation S-X.26 The aggregation pro- 





2447 CFR 210.1-02(v). 
25 See Staff Report at 80. 


26For example, under proposed subparagraph (vii) 
(C), if a specified entity made payments for prop- 
erty or services to a subsidiary constituting 3 per- 
cent of the issuer's consolidated assets and to a 
subsidiary constituting 5 percent of the issuer’s 
consolidated assets, the amount of these pay- 
ments could be disregarded in determining 
whether disclosure need be made under Item 
6(b)(3)(i). If, however, such entity made payments 
to a single subsidiary constituting 6 percent of the 
issuer's consolidated assets, the amount of these 
payments would be included in an Item 6(b)(3)(i) 
computation. 


Similarly, if such entity made payments to three 
subsidiaries each of which constituted 4 percent of 
the issuer’s consolidated assets, these payments 
would be considered under subparagraph (b)(3)(i), 
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vision?” recognizes that information regarding 
transactions with a number of 5 percent sub- 
sidiaries may be of importance to shareholders 
when these subsidiaries in the aggregate repre- 
sent a material part of the issuer’s or other entity’s 
business. 


It also appears that the same need to reduce the 
cost of compliance without impairing the quality of 
disclosure to shareholders is present with respect 
to indebtedness transactions. Accordingly, the 
Commission is proposing to add, in Item 
6(b)(3)(viii)(C), a similar 5 percent subsidiary ex- 
clusion with respect to calculation of the amount of 
indebtedness.?8 


Fourth, as recommended in the Staff Report, 29 the 
Commission is proposing to add a new Item 
6(b)(3)(ix) which would raise to 5 percent from 1 
percent the payment or indebtedness threshold 
when the only Item 6(b)(3) relationship between 
the issuer and other entity is the presence of a 
common non-employee director. In addition,with 
respect to Item 6(b){3)(iii) concerning indebted- 
ness, the alternative $5,000,000 threshold would 
be eliminated in the common nonemployee direc- 
tor context. These changes again reflect an effort 
to reduce the costs of compliance consistent with 
the shareholder’s need to receive important infor- 
mation regarding independence. While the Com- 





since in the aggregate (i.e. 12 percent) these three 
subsidiaries would be significant under Rule 
1-02(v) of Regulation S-X. 


27This provision is similar to that utilized to deter- 
mine whether certain information about sub- 
sidiaries must be filed as an exhibit to the Annual 
Report on Form 10-K. See Item 7(b)(22) of Reg- 
ulation S-K, 17 CFR 229.20(7) (b)(22). 


28For example, if a single subsidiary constituting 5 
percent of the issuer's assets was indebted to an 
entity, the amount of this indebtedness could be 
disregarded for purposes of subparagraph 
(b)(3)(iii), while indebtedness to three such sub- 
sidiaries would have to be included in the sub- 
paragraph (b)(3)(iii) computation. Cf. note 26 
supra.. 


29See Staff Report at 91. 
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mission continues to believe that a common 
nonemployee director relationship may have a 
bearing on a director's ability to exercise inde- 
pendent judgment, the Commission does recog- 
nize that, in the context of this more limited affilia- 
tion, the magnitude of the business relationship 
may need to be greater than the present 1 percent 
standard (or, in the case of indebtedness, 
$5,000,000). 


Finally, it is proposed to add provisions to Items 
6(b)(4) and 6(b)(5), which govern disclosure of law 
firm and investment banker relationships, that 
would permit the omission of the specific dollar 
amount of payments made by the issuer to the law 
firm or investment banker when this amount does 
not exceed $50,000.°° The staff, to date, has in- 
terpreted Item 6(b)(4) to require disclosure of such 
amounts when a director is a member or employee 
of, or is associated with, a law firm.*' Upon recon- 
sideration, the Commission believes that disclo- 
sure of the dollar amount of relatively insignificant 
payments not exceeding $50,000 is not necessary, 
provided of course that the law firm or investment 
banker relationship itself continues to be de- 
scribed. In this regard, issuers should be re- 
mainded that Item 6(b)(4) covers ‘‘of counsel,” 
“counsel” and similar arrangements with a law 
firm. 


C. Location of Information 


As was noted in the Staff Report,** despite the 
fact that Item 6(b) specifically states that informa- 
tion disclosed thereunder should be presented “in 
tabular form to the extent practicable” and that 
previous staff interpretations have stated that in- 
formation regarding relationships should be pre- 
sented along with, or in close proximity to, other 





30|t should be noted that this dollar threshold is 
consistent with the de minimis threshold in Item 
4(f) of Regulation S-K. 


31 See Question 12 of Securities Exchange Act 
Release No. 16163 (September 6, 1979) [44 FR 
53426]. 


32 Staff Report at 87-88. 
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information about directors,?° in many instances 
Item 6(b) information has been disclosed several 
pages away from the tabular Item 6(a) information 
about directors or otherwise has been obscured.*4 


The Commission believes that information bearing 
on a director’s independence can be utilized most 
meaningfully when this information is presented in 
reasonable proximity to other background data on 
directors. Therefore, the Commission is proposing 
to amend the prefatory language of Item 6(b) to 
require that information disclosed thereunder be 
presented “in reasonable proximity” to the other 
tabular disclosures about directors. This amend- 
ment would confirm the staff position that Item 6(b) 
information should be disclosed with, or in close 
proximity to, the table containing other director in- 
formation, and, at a minimum, should be disclosed 
in the same section of the proxy statement that 
contains such table. 


It also should be noted that, when Item 6(b) infor- 
mation also is required to be disclosed pursuant to 
another provision, the required disclosure need be 
made only once but should in that instance be 
made in reasonable proximity to the tabular infor- 
mation about directors. As appropriate, cross- 
references to this disclosure may then be placed 
elsewhere in the proxy statement.%5 





33See Question 11 of Securities Exchange Act 
Release 16163 (September 6, 1979) [44 FR 
53426]. 


34For example, staff review of proxy statements 
has discovered instances in which the tabular Item 
6(a) ifnormation was placed in the beginning of a 
proxy statement, while Item 6(b) information was 
disclosed without cross-reference as many as 20 
pages later in the proxy statement. 


35See Question 13 of Securities Exchange Act 
Release No. 16163 (September 6, 1979) [44 FR 
53426]. For example, when a business relation- 
ship disclosable under Item 6(b)(3) is also required 
to be disclosed under Item 4(f) of Regulation S-K, 
disclosure of the relationship should be made with 
the other Item 6(b) information and, if appropriate, 
a cross-reference to this disclosure placed in that 
part of the proxy statement containing other Item 
4(f) information. 
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ll. Full Board Consideration of Shareholder Nomi- 
nations and the Vote Required to Elect Direc- 
tors 


Two changes to the Commission’s existing disclo- 
sure requirements are being proposed in an effort 
to enhance shareholder participation in the corpo- 
rate electoral process. The first of these proposed 
amendments relates to whether an issuer’s full 
board of directors considers shareholder nomina- 
tions in the absence of a nominating committee. 


At present, Item 6(d)(2) requires disclosure of 
whether a nominating or similar committee will 
consider shareholder nominations and, if so, the 
procedures to be followed by shareholders in 
submitting nominations. This Item does not, how- 
ever, specifically require disclosure of whether the 
issues’s full board of directors, as opposed to a 
committee of the board, considers shareholder 
nominations. For those companies who have not 
established nominating committees, the lack of an 
explicit disclosure requirement concerning share- 
holder nominations has created an unintended gap 
in the information which should be furnished to 
shareholders. Moreover, there is some evidence 
that the present lack of a disclosure requirement 
may even inhibit the formation of nominating 
committees.*® The Commission therefore believes 
that it is appropriate at this time to propose an 
amendment to Item 6(d)(2) which would explicitly 
require disclosure of whether, and the procedures 
to be followed if, shareholder nominations are 
considered by the issuer’s full board of directors. 


The second change being proposed by the Com- 
mission would require disclosure of the vote re- 
quired for the election of directors. At present, Item 
22 of Schedule 14A specifies that issuers gener- 
ally must state the vote needed for approval of 
matters submitted to security holders but permits 
this disclosure to be omitted with respect to elec- 
tions to office. As a matter of practice, however, 
many issuers voluntarily have been disclosing in 
proxy statements the vote reqired for election as a 
director. In view of the recent amendments to the 
format of the proxy card which enable sharehold- 
ers to indicate a preference for individual director 





36 Staff Report at 117. 


1540/SEC DOCKET 


nominees,’ the Commission believes it is ap- 
proximate to delete the exception in Item 22 for 
elections to office.%® 


lll. Management Indebtedness and Remuneration 
A. Disclosure of Nonperforming Loans 


Item 4(e) of Regulation S-K requires certain spe- 
cific disclosures concerning loans made by the is- 
suer in excess of $25,000 or 1 percent of the is- 
suer’s total assets, whichever is less, to each di- 
rector, nominee, officer or associate of such per- 
son. If the issuer is a bank, savings and loan as- 
sociation or broker-dealer extending credit under 
Federal Reserve Regulation T, however, Instruc- 
tion 3 to Item 4(e) permits the issuer merely to 
state, if such is the case, that loans to such per- 
sons were made in the ordinary course of business 
on substantially the same terms as those for com- 
parable transactions and did not involve more than 
the normal risk of collectibility. 


The Commission believes that this Instruction 
permitting abbreviated disclosure by specified fi- 
nancial entitles should not be applicable to loans 
which, although originally made in the ordinary 
course of business, enter default or evidence seri- 
ous problems with respect to repayment. In the 
Commission’s review, more complete disclosure 
about such loans is necessary for informed in- 
vestment and voting decisions. The policy reasons 
underlying this abbreviated disclosure exception 
are no longer applicable when substantial prob- 
lems arise concerning repayment of the loan. Ac- 
cordingly, the Commission is proposing to amend 
Instruction 3 by adding a clause that would limit 
application of this exception to loans which are not 
nonperforming. The amended Instruction would 
define the term “nonperforming loan” in a manner 
consistent with recently amended Guide 61, 
“Statistical Disclosure by Bank Holding Com- 
panies,” of the Guides for the Preparation and Filing 





37See Securities Exchange Act Release No. 
16356 (November 21, 1979) [44 FR 68764]. 


38 See also the recent release discussing proxy 
monitoring data, Securities Exchange Act Release 
No. 34-17518 (February 5, 1981). 
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of Registration Statements under the Securities 
Act of 1933.39 Thus, detailed disclosure would be 
required of loans otherwise subject to the excep- 
tion in Instruction 3 which (i) are accounted for on 
a non-accrual basis, (ii) are contractually past due 
90 days or more with respect to principal or inter- 
est, (iii) have been renegotiated to provide a re- 
duction in principal or interest payments due to a 
deterioration in the financial condition of the bor- 
rower, or (iv) are now current but about which 
serious doubts exist regarding compliance with re- 
payment terms. By adopting the same definition as 
in Guide 61, the compliance burden on those is- 
suers already subject to Guide 61 should be 
minimized. 


Beyond its concern regarding disclosure of non- 
performing loans, the Commission questions gen- 
erally whether the exception in Instruction 3 may 
be resulting in the omission of certain information 
which is significant in assessing possible conflicts 
of interest or a director's ability to render inde- 
pendent judgment. Specifically, the Commission 
notes that the financial schedules applicable to 
bank holding companies require disclosures re- 
garding indebtedness in excess of $500,000 or 2 2 
percent of stockholder’s equity, whichever is less, 
which results from loans made to a director, offi- 
cer, principal holder of equity securities, or as- 
sociate of such person, notwithstanding the fact 
that such loans were made in the ordinary course 
of business.*° This information, however, ordinar- 
ily is not required to be included in proxy state- 
ments, reports or prospectuses transmitted to 
shareholders or prospective investors. Loans of 
this magnitude, even though made in the ordinary 





39 17 CFR 231.4936. Guide 61 (as well as parallel 
Guide 3 under the Exchange Act) was amended in 


Securities Act Release No. 6221 (July 8, 1980) [45 
FR 47138]. 


40See Schedule | of Rule 9-05 of Regulation S-X, 
17 CFR 210.9-05. Certain installment indebted- 
ness may be excluded, and, as a result of recent 
amendments, aggregate, as opposed to individual, 
disclosure may be made with respect to indebted- 
ness incurred in the ordinary course of business 
by directors and their associates who are neither 
executive officers nor principal security holders. 
See Securities Act Release No. 6195 (March 6, 
1980) [45 FR 15925). 
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course of business, may reflect relationships 
which are sufficiently important to influence an in- 
vestment decision or a shareholder's determina- 
tion regarding a director's ability to act independ- 
ently. Moreover, as one commentator stated in re- 
sponse to the then proposed amendments to 
Sehedule | of Rule 9-05, providing information 
about relationships that are significant in assess- 
ing the possibility of conflicting loyalties or the 
ability to exercise independent judgment is the 
function of the proxy statement.*' 


In view of the above, the Commission is seeking 
comments on whether a provision similar to that 
contained in the financial schedules should be 
adopted as part of Item 4 of Regulation S-K or as 
part of the Commission’s proxy rules. The Com- 
mission also solicits views on whether such a pro- 
vision would be relevant both to voting and in- 
vestment decisions, which persons and financial 
entities such a provision should cover, and 
whether disclosure of such loans should be made 
on an individual or aggregate (as a group) basis. 


B. Clarification of Remuneration Disclosure Re- 
quirements 


Items 9, 10 and 11 of Schedule 14A require certain 
disclosures in a proxy statement if action is to be 
taken on a bonus, profit sharing, pension, retire- 
ment, option or other remuneration plan or ar- 
rangement. Paragraphs (d) of Item 9, (d) of Item 
10 and (c) of Item 11 call for both the remuneration 
information required by Item 4 of Regulation S-K 
and additional five-year remuneration information. 
Instruction 3(c) to Item 9 (which is incorporated by 
Instruction 3 to Item 10 and Instruction 3 to Item 
11) gives more detailed guidance on the five-year 
information for option and other arrangements 
which are covered by Item 4(d) of Regulation S-K. 


Item 4 of Regulation S-K, including paragraph (d), 
was recently amended.* In this release, the 





*1Letter from the Association of Bank Holding 
Companies dated November 21, 1978 (File No. 
S7-732). It should be noted that this letter did not 
endorse the specific Schedule | threshoids for 
proxy statement disclosure purposes. 


42See Securities Act Release No. 6261 (November 
4, 1980) [45 FR 76982]. 
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Commision is proposing a revision of Instruction 
3(c) to Item 9 of Schedule 14A to conform it to the 
revised Item 4(d), and also a correction of a tech- 
nical error in Item 4(d) itself. 


Proposed Instruction 3(c) would cover both options 
and stock appreciation rights (and other tandem 
rights), as does revised Item 4(d). Proposed In- 
struction 3(c) also would clarify that, as in the past, 
grant and exercise information is required for the 
entire period consisting of the last five full fiscal 
years and any subsequent period through the most 
recent practicable date, and information on out- 
standing options and rights is required as of the 
most recent practicable date. In many situations, 
revised Item 4(d) no longer requires information 
for periods or as of dates after the end of the last 
full fiscal year, but such information will continue 
to be required under Items 9, 10 and 11 when a 
remuneration plan is to be acted upon by share- 
holders. Also, the language of the Instruction 
would be modified to clarify its meaning in the 
context of revised Item 4. 


Item 4(d)(iv) contains two clauses—(C) and 
(E)—which each require disclosure of the same 
thing—the number of stock appreciation rights 
outstanding as of the most recent practicable date. 
These clauses are redundant. Clause (C) is pro- 
posed to be eliminated, and the remaining clauses 
(D), (E) and (F) redesignated (C), (D) and (E), re- 
spectively. 


IV. Modifications Regarding Disclosure of Benefi- 
cial Ownership 


In Securities Act Release No. 5808 (February 24, 
1977) [42 FR 12342] the Commission adopted a 
definition of the term “beneficial owner” for pur- 
poses for Section 13(d) under the Exchange Act, 
which focuses primarily on possession of voting 
power or investment power over securities, in- 
cluding possession of a right to acquire certain se- 
curities within 60 days.*? At the same time, the 
Commission determined to integrate information 
concerning beneficial ownership of the securities 





43These rules became effective after the publica- 
tion of Securities Exchange Act Release No. 
14692 (April 21, 1978) [43 FR 18484]. This defini- 
tion is also applicable for filings under Section 
13(g) of the Exchange Act. 
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of publicly owned corporations into the Commis- 
sion’s continuous disclosure system. Accordingly, 
additional disclosure regarding beneficial owners, 
as defined by Rule 13d-3, of more than five per- 
cent of a class of securities and the beneficial 
ownership of management was required in proxy, 
information and other statements prepared pur- 
suant to Schedules 14A, 14B (17 CFR 240.14a- 
102) and 14C (17 CFR 240.14c-101)** under the 
Exchange Act. These same proxy statement dis- 
closure requirements subsequently were adopted 
as Item 6(a) and (b) of Regulation S-K and were 
incorporated into various filings under the Ex- 
change Act and the Securities Act of 1933.45 


This multiple use of the Rule 13d-3 definition to 
satisfy the requirement of several sections of the 
federal securities laws was intended to avoid the 
necessity of adopting several definitions address- 
ing essentially the same concept.** In addition, as 
with other Regulation S-K items, the Commission 
believed that these standardized provisions would 
reduce the registrant's costs of compliance with 
the disclosure requirements. 


The Commission is aware that the Rule 13d-3 
definition has produced somewhat complex and 
confusing disclosure in certain proxy statements. 
For example, application of the Rule 13d-3 defini- 
tion can lead to the anomalous result of disclosing 
beneficial ownership of more than 100 percent of a 
class of securities in certain situations,*” and to 





44Schedule 14C incorporates the requirements of 
Item 5 of Schedule 14A which, in turn, incorpo- 
rates Item 6 of Regulation S-K requirements. 


45 Securities Act Release No. 5949 (July 28, 1978) 
[43 FR 34402]. Item 4 of Form 10-K [17 CFR 
249.310], Item 18 of Form S-11 [17 CFR 239.18], 
and Item 5 of Form 10 [17 CFR 249.210] also re- 
quire the disclosure called for by Items 6(a) and 
(b) of Regulation S-K. 


46|t should be noted that the new beneficiai own- 
ership rules under Section 13 of the Exchange Act 
did not affect interpretations of the provisions of 
Section 16 of the Exchange Act, or the rules and 
regulations thereunder. 


47This may occur, for example, when investment 
power and voting power are separated with re- 
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the need for lengthy footnotes to explain such dis- 
closure. 


The Commission also recognizes that certain of 
these disclosure difficulties could be minimized if 
an ownership test focusing exclusively on voting 
power were adopted. Indeed, the Commission 
previously has solicited comment on whether the 
disclosure required by Item 6 of Regulation S-K 
should be given solely with regard to voting power, 
particularly in the context of proxy statements.*® 


Although there has been some support from com- 
mentators for adoption of a voting power owner- 
ship standard in the proxy statement area, other 
commentators have urged a consistent standard. 
The Commission has determined that the uniform 
application of the Rule 13d-3 beneficial ownership 
definition should be retained at this time. The 
costs involved in adopting multiple ownership 
standards would, for the integrated disclosure 
system as a whole, outweigh any benefits inuring 
from specialized ownership tests applicable to 
proxy statements or other specific disclosure 
documents. 


The Commission does wish, however, to take 
whatever steps it can, consistent with the Rule 
13d-3 standard, to clarify beneficial ownership 





Footnote, continued 


spect to a given security, or when such powers are 
shared. In these cases, more than one person may 
report ownership of the same security. 


48 Securities Act Release No. 6167 (December 12, 
1979) [45 FR 2144]. This release requested public 
comment on a number of issues in connection with 
a report on beneficial ownership subsequently 
submitted to Congress pursuant to Section 13(h) 
of the Exchange Act. The possibility of revising the 
beneficial ownership standard also was noted in 
the recent release adopting the new Annaul Re- 
port on Form 10-K, which included beneficial 
ownership disclosure as Item 4 in Part | of the new 
Form. See Securities Act Release No. 6231 
(September 2, 1980) [45 FR 63630]. If the benefi- 
cial ownership standard is retained for proxy 
statement purposes, a technical amendment to 
Form 10-K will be necessary to move the benefi- 
cial ownership item to Part Ill of Form 10-K, the 
Part which can be completed by incorportation of a 
proxy or information statement. 
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disclosure. Accordingly, the Commission is pro- 
posing two modifications to the Instructions to Item 
6 of Regulation S-K. First, a sentence is proposed 
to be added to Instruction 5 that would specifically 
direct issuers not to count shares more than once 
when computing, pursuant to paragraph (b) of Item 
6, the aggregate number of shares owned by di- 
rectors and officers as a group.*? The elimination 
of multiple counting of the same shares when ar- 
riving at this aggregate figure would prevent disclo- 
sures indicating ownership of more than 100 per- 
cent of a class of securities and should serve to 
clarify ownership disclosure in proxy statements. 
In fact, this practice of eliminating duplications in 
the aggregate figure currently is used by many is- 
suers to make particularly complex ownership dis- 
closure more understandable. The Commission 
believes that this practice is appropriate and 
therefore wishes explicitly to recognize its validity. 


Second, the Commission proposes to add a sen- 
tence to Instruction 1 which would allow issuers to 
omit precise ownership percentages when the 
percentage for a particular individual, or for all offi- 
cers and directors as a group, represents less than 
1 percent of the subject class of securities. In lieu 
of a decimal percentage, the amended Instruction 
would require issuers to disclose by footnote or 
similar means the fact that the ownership figure is 
less than 1 percent. This appears to be a less 
costly means of achieving the desired disclosure 
and again reflects the Commission’s specific en- 
dorsement of a practice currently used by many 
issuers.5° 


V.Changes in Rule 14a-8 Governing Shareholder 
Proposals 


In the Staff Report, the Division of Corporation Fi- 
nance addressed a number of issues relating to 





49This modification would not affect the issuer's 
ability, pursuant to Instruction 3 to Item 6, to reply 
on beneficial ownership reports filed under Section 
13 of the Exchange Act in determining security 
ownership for purposes of paragraph (a) of Item 6. 


5°The Commission wishes to emphasize that is- 
suers may continue the existing informal practice 
regarding elimination of double counting and dis- 
closure of percentages under 1 percent while 
these amendments are pending. 
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the operation of the shareholder proposal rule, 
Rule 14a-8. In summarizing the comments of par- 
ticipants at the corporate governance proceed- 
ings,5' the staff noted that most commentators be- 
lieved that the shareholder proposal rule was gen- 
erally working well. 


However, a number of technical changes in the 
rule were suggested by the commentators and 
recommended by the staff. These changes in- 
clude: (1) eliminating the requirement that a 
shareholder proponent’s representative must also 
be a shareholder; (2) requiring disclosure of the 
proponent’s name, address and shareholdings in 
the issuer’s proxy materials; and (3) combining the 
word limit for the proposal and supporting state- 
ment. This release proposed adoption of these 
three changes. 


A. Required Appearance at Meeting—Qualifica- 
tions of Proponent’s Proxy 


Rule 14a-8(a)(2) now requires a shareholder pro- 
ponent or another security holder of the issuer 
designated by the proponent to appear personally 
at the meeting to present the proposal. The Com- 
mission proposes to delete the requirement that 
the person selected by a proponent to represent 
him also be a shareholder. In a prior no-action 
letter, the staff has taken the position that the pro- 
ponent may designate any person qualified under 
state law to present a proposal,5* and the pro- 
posed change would make the language of the 
Rule consistent with the staff's interpretive posi- 
tion. While most commentators at the corporate 
governance proceeding focused on the require- 
ment that the shareholder or his proxy be present 
at the meeting,>5? those who discussed the re- 
quirement that the shareholder’s proxy also be a 
shareholder recommended the change which the 
Commission is proposing.*4 





51 File No. S7-693. 


52See letter to Will Maslow, American Jewish 
Congress, December 21, 1976. 


53See Staff Report at 164-167. 


54/d. at 166, n. 99. 
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The Commission believes that requiring a share- 
holder's proxy also to be a shareholder does little 
to assure that the person presenting the proposal 
will be well informed. Permitting the proponent to 
select any person qualified under state law will 
give him greater opportunity to secure an in- 
terested and informed replacement. The Commis- 
sion also notes that under the proposed change 
the shareholder proponent still will be required to 
notify the issuer at the time he submits a proposal 
of his good faith intention to attend the meeting. 
Only if he subsequently discovers that he will be 
unable to attend will he be able to designate a 
qualified representative. The Commission believes 
that retention of this good faith notice and attend- 
ance requirement will continue to minimize the 
submission of frivolous proposals. 


B. Disclosure of the Proponent’s Identity, Ad- 
dress, and Shareholdings 


Rule 14a-8(b) currently allows the issuer either 
to include the proponent’s name and address in 
the proxy statement or omit them, provided it 
supplies that data to the Commission and to those 
shareholders who request it. The number of 
shares held by the proponent currently is not re- 
quired to be disclosed. Under the proposed 
change, Rule 14a-8(a)(2) would be amended to 
require a proponent to notify the issuer of the 
number of shares of the voting security of the is- 
suer which he holds,°> and Rule 14a-8(b) would 
be amended to require issuers to include the pro- 
ponent’s name, address and shareholdings in the 
proxy statement. 


The question of inclusion of a proponent’s name 
and address has been the subject of discussion for 
a number of years. The choice provided by the 
current rule was adopted in an attempt to “dis- 
courage the use of the rule by persons who may 





55Pursuant to Rule 14a-8(a)(1), a proponent is re- 
quired to be 


a record or beneficial owner of a security en- 
titled to be voted at the meeting on his pro- 
posal. 


The proponent’s notice therefore would reflect . 
record or beneficiai ownership of the voting secu- 
rity. 
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be motivated by a desire for publicity.”5° However, 
it has been the Commission’s experience that 
such proponents have not been dissuaded by 
omission of their identity from the proxy materials. 
Substantial support was expressed in the corpo- 
rate governance proceeding for disclosure of the 
proponent’s name and address.°’ It was sug- 
gested that enabling shareholders to contact the 
proponent for additional information or clarification 
would promote consideration of the proposal on an 
informed basis. 


Disclosure of the number of shares held by a 
proponent previously has not been required. How- 
ever, several commentators at the corporate gov- 
ernance proceeding suggested that this informa- 
tion would permit shareholders to appraise better 
the proponent’s objectives and the votes already 
committed to the proposal.5® 


The proposed amendment to Rule 14a-8(a)(2) 
would require that the proponent notify the issuer 
of the number of shares he holds. The proposed 
amendment also would specifically require that 
this notice include the proponent’s name and ad- 
dress (which generally is provided at present) 





56 Securities Exchange Act Release No. 8000 (De- 
cember 5, 1966) [31 FR 15750]; Securities Ex- 
change Act Release No. 8206 (December 14, 
1967) [32 FR 20960). 


57See Staff Report at 167, note 105. 


58/d. at 168, note 107. Some commentators 
suggested that a disproportionate number of pro- 
posals are offered by holders of a small number of 
shares; others asserted that a proponent’s 
shareholdings may correlate with the shareholder 
vote on proposals. These commentators 
suggested that proposals offered by those holding 
only a few shares receive a small vote in their 
favor, while proposals presented by holders of a 
greater number of shares elicit greater support. 
Thus, some commentators suggested that the 
Commission should impose a ‘‘minimum 
shareholdings” requirement as part of the share- 
holder proposal rule. The Staff Report, however, 
indicates that the staff has not found support for 
the thesis that such relationships based on 
shareholdings exist. /d. at 180-81. 
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since this information will be required to be dis- 
closed in the proxy statement. In complying with 
amended Rule 14a-8(b), issuers will be entitled to 
rely on statements provided by proponents in their 
notice as to the proponent’s name, address and 
shareholdings. However, under Rule 14a-8(a)(1), 
issuers will continue to be permitted to request 
documentary support for a proponent’s claim that 
he is a beneficial owner of a voting security of the 
issuer. Finally, the statement as to the proponent’s 
shareholdings need only reflect that information as 
of the latest practicable date, such as the date the 
proposal was submitted. Pursuant to Rule 14a- 
8(a)(1), a proponent must continuously be a holder 
of a voting security from the time of submission of 
a proposal through the meeting date. The Com- 
mission realizes that a proponent’s shareholdings 
may fluctuate during this period, even though the 
proponent continues to meet the qualifications. By 
permitting a statement of holdings as of a date 
certain, the Commission seeks to relieve issuers of 
the burden of revising their proxy materials to re- 
flect changes in the proponent’s holdings. 


C. Length of Shareholder Supporting Statements 


The provisions of Rule 14a-8(a)(4) impose two 
separate word limitations on a shareholder pro- 
ponent’s materials: a 300 word limit on the pro- 
posal itself and a 200 word limit on any supporting 
statement. In addition, a proponent is only entitled 
to submit a supporting statement if the issuer op- 
poses the shareholder proposal.5? 


Commentators at the corporate governance hear- 
ings generally favored either eliminating the word 
limitation entirely, increasing the limit, or placing a 
similar limitation on management's opposing 
statement.£° Two commentators recommended 
placing an overall combined word limit on the pro- 
posal and supporting statement and permitting the 





59Rule 14a-8(b). The staff has observed that a 
majority of proposals are opposed by management 
and thus a supporting statement is included. 


60See Staff Report at 169-170, notes 112-114. 
Rule 14a-8 imposes no word limit on any state- 
ment by management in opposition to a share- 
holder proposal. 
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shareholder to allot the words between them.®' 
The Commission believes that the suggestion of 
the commentators to establish a combined word 
limit is a positive one. Such a change will afford 
proponents more flexibility in allocating discussion 
between the proposal and the supporting state- 
ment, and, because the proposed combined word 
limit is no greater than the total of the two current 
individual limits, the proposed change should not 
increase the burden on issuers. 


To accomplish the recommended change, it is 
proposed to revise Rule 14a-8(a)(4) to delete the 
two separate requirements regarding word length 
of the proposal and the supporting statement, and 
to add in their place a combined 500 word limita- 
tion. Proposed paragraph (a)(4) would continue to 
contain the limitation of existing paragraph (a)(4) 
that a proponent may submit only two proposals 
and would retain without substantive change the 
existing provision allowing a proponent who ini- 
tially exceeds the limitations in paragraph (a)(4) 10 
business days after being informed of those limits 
to comply. 


Proposed Rule 14a-8(b) would be revised to re- 
flect the proposed changes to Rule 14a-8(a)(4) 
and would also be revised to delete the language 
providing that only those proponents whose pro- 
posals have been opposed by the issuer may 
submit a supporting statement. The proponent’s 
right to submit a supporting statement with each 
proposal would be stated in revised Rule 14a- 
18(a)(4). 


TEXT OF PROPOSED AMENDMENTS 


(Attention—The text of the following proposed 
amendments uses ® < arrows to indicate addi- 
tions and [] brackets to indicate deletions.) 


PART 229—STANDARD INSTRUCTIONS FOR 
FILING FORMS UNDER SECURITIES ACT OF 
1933 AND SECURITIES EXCHANGE ACT OF 
1934— REGULATION S-K 


1. Section 229.20 is proposed to be amended by 
revising paragraphs (d) and (e) of Item 4 and the 
Instructions to Item 6 as follows: 





61 Heard, Transcript at 643; Neuhauser, Transcript 
at 335 (File No. S7-693). 
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§ 229.20 Information required in document. 


zxeek 


Item 4. Management remuneration. 


zeeee* 


Item 4(d). Options, warrants, or rights. 


x*eekee 


(iv) As to stock appreciation rights not in tandem 
with options, state (A) the number of rights granted 
during the specified period; (B) the average per 
share base price thereof; (C) [the number of rights 
outstanding at the end of specified period; (D)] the 
net value of the shares (market value) or cash 
realized during the specified period upon exercise 
or realiziation of any such rights, granted during 
the specified period or prior thereto; [(E)] ® (D) < 
the number of rights outstanding as of the end of 
the specified period; and [(F)] ® (E) < the poten- 
tial (unrealized) value of all such rights outstand- 
ing as of the end of the specified period (market 
value less any base price). 


FR 2 2S 


Item 4(e) Indebtedness of management. 


xeekek 


Instruction 3 to Item 4(e). Notwithstanding Instruc- 
tion 2 to Item 4(e), if the registrant or any of its 
subsidiaries is engaged primarily in the business 
of making loans and loans to any of the specified 
persons in excess of $25,000 or one percent of its 
total assets, whichever is less, were outstanding at 
any time during the period specified, such loans 
shall be disclosed. However, if the lender is a 
bank, savings and loan association, or a broker- 
dealer extending credit under Federal Reserve 
Regulation T [12 CFR Part 220], such disclosure 
> , provided that the loans are not nonperforming, 
< may consist of a statement, if such is the case, 
that the loans to such persons (a) were made in 
the ordinary course of business, (b) were made on 
substantially the same terms, including interest 
rates and collateral, as those prevailing at the time 
for comparable transactions with other persons, 
and (c) did not involve more than normal risk of 
collectibility or present other unfavorable features. 
> For purposes of this Instruction, ‘“‘nonperform- 
ing” loans are loans which, at any time during the 
period specified, fall within any of the following 
categories: (i) loans accounted for on a non- 
accrual basis; (ii) loans contractually past due 90 
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days or more as to interest or principal payments; 
(iii) loans, the terms of which have been re- 
negotiated to provide a reduction or deferral of 
interest or principal because of a deterioration in 
the financial position of the borrower, or (iv) loans 
now current where there are serious doubts as to 
the ability of the borrower to comply with present 
loan repayment terms. A renewal on current mar- 
ket terms at maturity will not be considered a re- 
negotiation within the meaning of clause (iii) 
above. <4 


x~ eek e 


Item 6. Security ownership of certain beneficial 
owners and management. 


Oe 28 @ 


Instructions. 1. The percentages are to be calcu- 
lated on the basis of the amount of outstanding 
securities, excluding securities held by or for the 
account of the registrant or its subsidiaries, plus 
securities deemed outstanding pursuant to Rule 
13d-3(d)(1) under the Exchange Act. »® For pur- 
poses of paragraph (b), if the percentage of shares 
beneficially owned by any director or nominee, or 
by all directors and officers of the registrant as a 
group, does not exceed 1 percent of the class so 
owned, the registrant may, in lieu of furnishing a 
precise percentage, indicate this fact by means of 
an asterisk and explanatory footnote or other 
similar means. 


xekekek 


5. Where more than one beneficial owner is 
known to be listed for the same securities, appro- 
priate disclosure should be made to avoid confu- 
sion. ® For purposes of paragraph (b), in comput- 
ing the aggregate number of shares owned by di- 
rectors and officers of the registrant as a group, 
the same shares should not be counted more than 
once. 


22 2% 


PART 240—GENERAL RULES AND REGULA- 
TIONS, SECURITIES EXCHANGE ACT OF 1934 


2. Section 240.14a-8 is proposed to be amended 
by revising paragraphs (a)(2), (a)(4) and (b) as 
follows: 


§ 240.14a-8 Proposals of security holders. 


(a) x*e* 
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(2) Notice. The proponent shall notify the issuer in 
writing of his intention to appear personally at the 
meeting to present his proposal for action. ® Such 
notice shall include the proponent’s name, address 
and the number of shares of the voting security of 
the issuer which he owns. < The proponent shall 
furnish the requisite notice at the time he submits 
the proposal, except that if he was unaware of the 
notice requirement at that time he shail comply 
with it within 10 business days after being in- 
formed of it by the management. If the proponent, 
after furnishing in good faith the notice required by 
this provision, subsequently determines that he 
will be unable to appear personally at the meeting, 
he shall arrange to have [another security holder 
of the issuer] an individual designated as his proxy 
who is qualified under state law < present his pro- 
posal on his behalf at the meeting. In the event the 
proponent or his proxy fails, without good cause, 
to present the proposal for action at the meeting, 
the issuer shall not be required to include any pro- 
posals submitted by the proponent in its proxy 
soliciting materials for any meeting held in the fol- 
lowing two calendar years. 


x~ewek 


[(4) Number and Length of Proposals. The pro- 
ponent may submit a maximum of two proposals of 
not more than 300 words each for inclusion in the 
issuer's proxy materials for a meeting of security 
holders. If the proponent fails to comply with either 
of these requirements, or if he fails to comply with 
the 200-word limit on supporting statements men- 
tioned in paragraph (b), he shall be provided the 
opportunity by the issuer to reduce, within 10 busi- 
ness days, the items submitted by him to the limits 
required by this rule. ] 


> (4) Number and Length of Proposals. The pro- 
ponent may submit a maximum of two proposals 
and an accompanying supporting statement for 
each for inclusion in the issuer's proxy materials 
for a meeting of security holders. If the proponent 
submits more than two proposals, or if he fails to 
comply with the 500 word limit mentioned in para- 
graph (b) of this section, he shall be provided the 
opportunity to reduce, within 10 business days, the 
items submitted by him to the limits required by 
this rule. < 


[(b) If the issuer opposes any proposal received 
from a proponent, it shall also, at the request of 
the proponent, include in its proxy statement a 
statement of the proponent of not more than 200 
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words in support of the proposal, which statement 
shall not include the name and address of the pro- 
ponent. The statement and request of the propon- 
ent shall be furnished to the issuer at the time that 
the proposal is furnished, and the issuer shall not 
be responsible for such statement. The proxy 
statement shall also include either the name and 
address of the proponent or a statement that such 
information will be furnished by the issuer or by the 
Commission to any person, orally or in writing as 
requested, promptly upon the receipt of any oral or 
written request therefor. If the name and address 
of the proponent are omitted from the proxy state- 
ment, they shall be furnished to the Commission at 
the time of filing the issuer's preliminary proxy 
material pursuant to Rule 14a-6(a) [17 CFR 
240.14a-6(a)]. ] 


> (b) A proposal and its supporting statement, in 
the aggregate, shall not exceed 500 words. The 
supporting statement shall be furnished to the is- 
suer at the time that the proposal is furnished, and 
the issuer shall not be responsible for such state- 
ment. The proxy statement also shall include the 
name and address of the proponent and the 
number of shares of the voting security of the is- 
suer held by the proponent. 


x aeeke ek 


3. Section 240.14a-101 is proposed to be 
amended by revising Items 6, 9 and 22 to read as 
follows: 


§ 240.14a-101 Schedule 14A. Information re- 
quired in proxy statement. 


* 8.32.9, 2@ 


Item 6. Directors and executive officers. 


2 @ & @ 


(b) With respect to issuers other than investment 
companies registered under the Investment Com- 
pany Act of 1940, describe B®, in reasonable 
proximity to the information required by paragraph 
(a), < any of the following relationships which 
exist: 


x nekeeek 


(3) If the nominee or director is, or has within the 
last two full fiscal years been, an officer, director 
or employee of, or owns, or has within the last two 
full fiscal years owned, directly or indirectly, in ex- 
cess of [1] ® 5 <4 percent equity interest in any 


1548/SEC DOCKET 


firm, corporation or other business or professional 
entity: 


(i) Which has made payments to the issuer or its 
subsidiaries for property or services during the is- 
suer’s last full fiscal year in excess of 1 percent of 
the issuer’s consolidated gross revenues for its 
last full fiscal year; 


(ii) Which proposes to make payments to the is- 
suer or its subsidiaries for property or services 
during the current fiscal year in excess of 1 per- 
cent of the issuer’s consolidated gross revenues 
for its last full fiscal year; 


(iii) To which the issuer or its subsidiaries was in- 
debted at [any time during] the issuer's last fiscal 
year ® end < in an aggregate amount in excess of 
1 percent of the issuer’s total consolidated assets 
at the end of such fiscal year, or $5,000,000, 
whichever is less; 


(iv) To which the issuer or its subsidiaries has 
made payments for property or services during 
such entity's last fiscal year in excess of 1 percent 
of such entity’s consolidated gross revenues for its 
last full fiscal year; 


(v) To which the issuer or its subsidiaries pro- 
poses to make payments for property or services 
during such entity’s current fiscal year in excess of 
1 percent of such entity’s consolidated gross rev- 
enues for its last full fiscal year; 


(vi) In order to determine whether payments made 
or proposed to be made exceed 1 percent of the 
consolidated gross revenues of any entity other 
than the issuer for such entity’s last full fiscal year, 
it is appropriate to rely on information provided by 
the nominee or director; 


(vii) In calculating payments for property and 
services the following may be excluded: 


(A) Payments where the rates or charges involved 
in the transaction are determined by competitive 
bids, or the transaction involves the rendering of 
services as a [public utility] ® common or contract 
carrier, or public utility, < at rates or charges fixed 
in conformity with law or governmental authority; 


(B) Payments which arise solely from the owner- 
ship of securities of the issuer and no extra or 
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special benefit not shared on a pro rata basis by 
all holders of the class of securities is received; 


>» (C) Payments made to or received from a 5 
percent subsidiary (that term being defined as if 
the asset, sales and revenue, and income 
thresholds specified in Rule 1-02(v) (17 CFR 
210.1-02(v)) of Regulation S-X referred to 5 per- 
cent instead of 10 percent), provided that all such 
5 percent subsidiaries making or receiving pay- 
ments, when considered in the aggregate as a 
single subsidiary, would not constitute a significant 
subsidiary as defined in Rule 1-02(v) of Regula- 
tion S-X; 4 


(viii) In calculating indebtedness for purposes of 
subparagraph (iii) above, [debt securities which 
have been publicly offered, admitted to trading on 
a national securities exchange, or quoted on the 
automated quotation system of a registered secu- 
rities association may be excluded.] ® the follow- 
ing may be excluded: 


(A) Debt securities which have been publicly of- 
fered, admitted to trading on a national securities 
exchange, or quoted on the automated quotation 
system of a registered securities association; 


(B) Amounts due for purchases subject to the 
usual trade terms; 


(C) Indebtedness incurred by a 5 percent sub- 
sidiary (as defined in subparagraph (vii)(C)), pro- 
vided that all such 5 percent subsidiaries which 
have incurred indebtedness, when considered in 
the aggregate as a single subsidiary, would not 
constitute a significant subsidiary as defined in 
Rule 1-02(v) of Regulation S-X; 


(ix) When the only otherwise disclosable relation- 
ship under this subparagraph between the issuer 
and a corporation or business entity arises from 
the presence of a common nonemployee director, 
such relationship need not be disclosed unless: 


(A) For purposes of (i)-(ii) and (iv)-(v) the pay- 
ments for property and services exceed 5 percent 
of the issuer’s or such entity's consolidated gross 
revenues, respectively; 


(B) For purposes of (iii) indebtedness exceeds 5 
percent of the issuer’s total consolidated assets; < 
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(4) That the nominee or director is a member or 
employee of, or is associated with, a law firm 
which the issuer has retained in the last two full 
fiscal years or proposes to retain in the current fis- 
cal year ®, provided, however, that the dollar 
amount of fees paid to a law firm by the issuer 
need not be disclosed if such amount does not ex- 
ceed $50,000 <; 


(5) That the nominee or director is a director, 
partner, officer or employee of any investment 
banking firm which has performed services for the 
issuer other than as a participating underwriter in a 
syndicate in the last two full fiscal years or which 
the issuer proposes to have perform services in 
the current year P, provided, however, that the 
dollar amount of fees paid to an investment bank- 
ing firm by the issuer need not be disclosed if such 
amount does not exceed $50,000 <4; or 


eee kek 


(d) xk 


(2) [If the issuer has a nominating or similar com- 
mittee, state whether the committee] »® State 
whether the issuer’s nominating or similar com- 
mittee, or, in the absence of such a committee, the 
issuer’s full board of directors, < will consider 
nominees recommended by shareholders and, if 
so, describe the procedures to be followed by 
shareholders in submitting such recommenda- 
tions. 


x eee 


Item 9. Bonus, profit sharing and other remuner- 
ation plans. 


Instructions. 


[(c) If action is to be taken with respect to any 
plan in which directors or officers may participate, 
the information called for by Item 4(d)(1) and (2) of 
Regulation S-K (17 CFR 229.20) shall be fur- 
nished for the last five fiscal years of the issuer 
and any period subsequent to the end of the latest 
such fiscal year, in aggregate amounts for the en- 
tire period for each such person and group. If any 
named person, or any other director or officer, 


SEC DOCKET/1549 





purchased securities through the exercise of op- 
tions during such period, state the aggregate 
amount of securities of that class sold during the 
period by such named person and by such named 
person and such other directors and officers as a 
group. The information called for by this Instruction 
3(c) is in lieu of the information since the begin- 
ning of the issuer's last fiscal year called for by 
Item 4(d)(1) and (2) of Regulation S-K (17 CFR 
229.20). If employees may participate in the plan 
to be acted upon, state the aggregate amount of 
securities called for by all options granted to em- 
ployees during the five-year period, and, if the op- 
tions were other than “restricted” or “qualified” 
stock options or options granted pursuant to an 
“employee stock purchase plan,’ as the quoted 
terms are defined in sections 422 through 424 of 
the Internal Revenue Code, state that fact and the 
weighted average option price per share. The in- 
formation called for by this instruction may be fur- 
nished in the form of the table illustrated in Appen- 
dix A (§ 240.14a-103). See Instruction 1 to Item 
4(d) of Regulation S-K (17 CFR 229.20).] 


> (c) If action is to be taken with respect to any 
plan in which directors or officers may participate, 
the information specified in Item 4(d)(i), (ii) and 
(iv)(A), (B) and (C) of Regulation S-K (17 CFR 
229.20) shall be furnished for the period from the 
beginning of the registrant’s fifth previous full fiscal 
year through the most recent practicable date, 
rather than for the registrant’s last fiscal year; and 
the information called for by Item 4(d)(iii) and 
(iv)(D) and (E) shall be furnished as of the most 
recent practicable date. If any person named or in- 
cluded in the group of officers and directors in an- 
swer to Item 4(a) of Regulation S-K (17 CFR 
229.20) purchased or received securities of any 
class during that period through the exercise of 
options or stock appreciation rights (or other rights 
in tandem therewith), state the aggregate amount 
of securities of that class sold during the period by 
any such named person and by such group. If 
other employees may participate in the plan being 
acted upon, state with respect to such other em- 
ployees: (1) the title and aggregate amount of se- 
curities subject to options, with or without tandem 
stock appreciation rights, granted from the begin- 
ning of the registrant’s fifth previous full fiscal year 
through the most recent practicable date; (2) the 
weighted average option price per share for such 
options; (3) the number of shares with respect to 
which stock appreciation rights were granted, not 
in tandem with options, during that period; and (4) 


1550/SEC DOCKET 


the weighted average base share price for such 
rights. (Other tandem rights granted to an em- 
ployee shall be disclosed in connection with the 
related prices or appreciation rights.) The informa- 
tion called for by this instruction may be furnished 
in the form of the table illustrated in Appendix A 
(17 CFR 240.14a-103). See generally the instruc- 
tions to Item 4(d) of Regulation S-K (17 CFR 
229.20). 4 


an a ee 


Item 22. Vote required for approval. 


As to each matter which is to be submitted to a 
vote of security holders, other than [elections to 
office or] the selection or approval of auditors, 
state the vote required for its approval. 


a 2 Oe eS 


[Secs. 6, 7, 8, 10, 19(a), 48 Stat. 78, 79, 81, 85; 
secs. 205, 209, 48 Stat. 906, 908; sec. 301, 54 
Stat. 857; sec. 8, 68 Stat. 685; sec. 1, 79 Stat. 
1051; sec. 308(a)(2), 90 Stat. 57; secs. 12, 13, 14, 
15(d), 23(a) 48 Stat. 892, 894, 895, 901; secs. 1, 
3, 8, 49 Stat. 1375, 1377, 1379; sec 203(a), 49 
Stat. 704; sec. 202, 68 Stat. 686; secs. 3, 4, 5, 6, 
78 Stat. 565-568, 569, 570-574, secs. 1, 2, 3, 82 
Stat. 454, 455; secs. 28(c),“1, 2, 3-5, 84 Stat. 
1435; 1497; sec 105(b), 88 Stat. 1503; secs. 8, 9, 
10, 18, 89 Stat. 117, 118, 119, 155; sec. 308(b), 
90 Stat. 57; secs. 202, 203, 204, 91 Stat 1494, 
1498, 1499, 1500; 15 U.S.C. 77f, 77g, 77h, 77j, 
77s(a), 78/, 78m, 78n, 780(d), 78w(a)]} 


Authority 


These amendments are being proposed pursuant 
to the authority in Sections 6, 7, 8, and 19(a) of the 
Securities Act of 1933 and Sections 12, 13, 14, 
15(d) and 23(a) of the Securities Exchange Act of 
1934. 


By the Commission. 


George A. Fitzsimmons 
Secretary 
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REGULATORY FLEXIBILITY ACT 
CERTIFICATION 


|, Harold M. Williams, Chairman of the Securities 
and Exchange Commission, hereby certify, pur- 
suant to 5 U.S.C. 605(b), that the proposed 
amendments published in Release No. 34-17517 
(February 5, 1981), “PROPOSED AMENDMENTS 
TO PROXY RULES AND PROVISIONS RELAT- 
ING TO SHAREHOLDER COMMUNICATIONS 
GENERALLY”, will not, if promulgated, have a 
significant economic impact on a substantial 
number of small entities. The reasons for such 
certification are that the proposed amendments 
will apply only to those entities (including small 
entities) that already are subject to the Commis- 
sion’s rules and regulations, and that these pro- 
posed amendments are expected to result in a 
minor net reduction in costs to all registrants. It is 
anticipated that the effects of the proposed 
amendments will not be significant for any class of 
registrants. Thus, the proposed amendments will 
not have a significant economic impact on any 
small entities. 


February 5, 1981 Harold M. Williams 
Date Chairman 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17518/Feb. 5, 1981 


Analysis of Results of 1980 Proxy Statement Dis- 
closure Monitoring Program 


ACTION: Interpretation of rules. 


SUMMARY: The Securities and Exchange Com- 
mission today authorized the Division of Corpora- 
tion Finance to issue a release analyzing the re- 
sults of its 1980 proxy statement disclosure 
monitoring program and reminding issuers of cer- 
tain proxy rule requirements regarding the board of 
directors and the form of proxy. 


DATE: February 5, 1981. 


FOR FURTHER INFORMATION CONTACT: Gre- 
gory H. Mathews, (202) 272-2589, Division of Cor- 
poration Finance, Securities and Exchange Com- 
mission, Washington, D.C. 20549. 
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SUPPLEMENTARY INFORMATION: In December 
1978, the Commission adopted amendments to its 
proxy rules designed to improve the information 
available to shareholders regarding the structure, 
composition and functioning of issuers’ boards of 
directors. Item 6(b) of Schedule 14A, as 
amended,' requires the issuer to describe certain 
economic or personal relationships between di- 
rectors or nominees and the issuer or its manage- 
ment (‘6(b) relationship’). Specifically, the proxy 
statement must disclose whether each nominee is 
a former employee, relative of an executive officer, 
creditor, supplier, customer, retained attorney, in- 
vestment banker or control person of the issuer. 
Item 6(d) requires the issuer to state whether or 
not it has standing audit, nominating and compen- 
sation committees, and, if so, to describe the func- 
tions performed by each committee. Item 6(e) re- 
quests information about the number of board and 
committee meetings held during the last fiscal year 
and the name of each director attending less than 
75 percent of the total meetings of the board and 
committees on which he or she served. 


To monitor operation of the new rules and the na- 
ture of resulting disclosures, the Division of Corpo- 
ration Finance, in conjunction with the Directorate 
of Economic and Policy Analysis, instituted a pro- 
gram to survey proxy statement disclosures about 
the aboard of directors beginning with the 1979 
proxy season. The results of the 1979 Proxy 
Monitoring Program were published in September 
1980 in the Staff Report on Corporate Accounta- 
bility 8 





117 CFR 240.14a-101. 


2Final rules requiring disclosure of information re- 
garding the composition and functioning of issuers’ 
boards of directors were announced in Securities 
Exchange Act Release No. 15384, (December 6, 
1978) [43 FR 58522]. 


3Division of Corporation Finance, Securities and 
Exchange Commission, Staff Report on Corporate 
Accountability, 96th Cong., 2d Sess., Printed for 
the use of the Senate Comm. on Banking, Housing 
and Urban Affairs (1980) at 596-624. (Hereinafter 
cited as “Staff Report’). 
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This release analyzes the results of the 1980 sur- 
vey and includes a comparison between the data 
obtained in 1979 and 1980. It also contains sev- 
eral corrections to the 1979 data.’ 


The 1980 results provide a statistical profile of the 
boards of directors of issuers registered with the 
Commission pursuant to the Securities Exchange 
Act of 1934. The proxy monitoring program fo- 
cuses on two key areas of information relating to 
the corporate accountability process. The first area 
concerns the composition of boards of directors. 
Figures summarizing the existence of certain per- 
sonal (such as familial) or economic (supplier, 
creditor, etc.) relationships between directors and 
the issuer or its management are presented along 
with statistics about the nature of director com- 
pensation arrangements. Second, the composition 
and functioning of three committees of the 
board—the audit, nominating and compensation 
committees—are examined. 


All statistics are stratified according to the market 
in which the issuer’s stock is traded and according 
to the amount of assets of the issuer. 


|. Methodology 


The sample of issuers to be surveyed was estab- 
lished in 1979 when the proxy monitoring program 
commenced. The 1200 proxy statements selected 
for examination in 1979 constituted a random 
sample representative of all registered issuers with 
publicly traded securities.5 Excluded were proxy 
statements relating to approvals of mergers, ac- 
quisitions, consolidations, “going private” transac- 
tions and proxy statements for investment com- 
pany issuers. 


The 1980 program utilized these same 1200 is- 
suers as a base. After removing proxy statements 
falling into any of the above described categories 
and also excluding issuers that had deregistered 
or that did not file proxy statements during the 
period from January 1 to June 1, 1980, the final 
sample size for 1980 was 1091 issuers. This de- 





4The corrections are set forth in Table 11 (1979 
revised). 


5The sampling technique is fully described in the 
Staff Report, supra note 3, at 590-93. 
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crease in companies means that there has been a 
slight increase (from 41.64 percent of all com- 
panies in 1979 to 42.4 percent in 1980) in the pro- 
portion of all companies which are large com- 
panies (over $150 million in assets). The staff has 
concluded, however, that the basic representa- 
tiveness of the sample has not been impaired 
since the sample size still represents approxi- 
mately 11 percent of all reporting issuers for each 
category of company (See Sample Stratification, 
Table 1).6 


For each issuer in the sample, the staff completed 
a questionnaire with respect to 53 items of infor- 
mation relating to the disclosures about the board 
of directors contained in the 1980 proxy state- 
ments. The information thus obtained was 
machine processed, edited and cross-tabulated in 
a two way design, which takes account of the mar- 
ket in which each issuer’s stock is traded as well 
as the value of the issuer's assets. The statistics 
include subtotals for each trading market category. 
The statistics shown for each market/assets cate- 
gory were tabulated directly from the date after 
adjusting for omissions from proxy statements of 
information required to be disclosed by Schedule 
14A. The subtotal statistics, however, were esti- 
mated by taking a weighted average of the appro- 
priate market/asset statistics. 


ll. Analysis 


This section highlights seme of the important find- 
ings from the 1980 proxy monitoring program. All 
comparisons of information about the nature of 
boards in 1979 and 1980 have been derived by 
comparing the 1979 proxy disclosures sum- 
marized in the Staff Report (as herein corrected) 
and the data set forth in the attached tables. 


A. Board Composition and Operation 


There have been statistically insignificant changes 
in the profile of the average board of directors 
(Table 2). For example, the 1980 survey indicates 
that 34 percent of the members of the average 
board is employed by the issuer, compared to 35 
percent in 1979. There has been, however, an 
equivalent increase, from 29 percent to 30 per- 





6There were 9,831 reporting issuers on March 31, 
1980. 
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cent, in the percent of board members having an 
Item 6(b) relationship with the issuer. The average 
board size continues to be eleven. Although the 
number of meetings of the average board is the 
same (Seven) as that for the preceding year, there 
is evidence that some boards are becoming more 
active. For example, the data indicates a nearly 16 
percent increase in the number of boards (ap- 
proximately 85) that met at least thirteen times 
during the year. In addition, there has been a 65 
percent decrease in companies (from 4.6 percent 
to 1.6 percent) which disclose in the proxy state- 
ment that their boards did not meet at all during 
the year (Table 8). 


Further, there have been several important 
changes in board composition since completion of 
the 1979 survey. These changes include: 


1. A 28 percent decrease in the number 
of companies with an investment 
banker on the board of directors. 
Only 14.5 percent of issuers have in- 
vestment bankers on their boards 
(Table 5). In addition, 1.7 percent of 
directors are investment bankers 
(Table 6), down from 2.4 percent in 
1979. 


. A 14 percent decrease in the number 
of companies with retained counsel 
sitting on the board. Although 49.4 
percent of all companies still have 
attorney-directors (Table 5), only 5.7 
percent of all directors is the issuer's 
attorney (Table 6), a significant de- 
crease from 7.5 percent of all direc- 
tors in 1979. 


B. Director Compensation 


With regard to director compensation, the data re- 
veals a noticeable increase in the annual compen- 
sation rates for directors that are paid on an an- 
nual basis. For companies in this category (Table 
9) 3.8 percent now pay their directors $15-20,000, 
a 65 percent increase over the 2.3 percent of 
companies indicating they did so in 1979. Eleven- 
percent of the responding companies now pay 
their directors at least $10-15,000 on an annual 
basis, another increase over the 9.6 percent of 
companies in this category last year. 
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Table 10 indicates the range of payments directors 
receive when they are compensated based on 
each board meeting attended. 


C. Board Committees 


The monitoring program also gathers extensive 
information about the existence, composition and 
functioning of audit, compensation and nominating 
committees of the board of directors. Of the 
three committees, the audit committee is the most 
prevalent. The percent of companies with audit 
committee in 1980 (Table 11) increased slightly 
from 81.7 percent in 1979 to 84 percent in 1980. 
Not only do a very high proportion of large, 
exchange-traded companies have audit commit- 
tees, but also 64 percent of relatively small (under 
$50 million in assets) over-the-counter companies 
have audit committees. 


In the terms of the composition of the audit com- 
mittee (Tables 14 and 15), there has been a 14 
percent decrease in the proportion of all audit 
committee members who are employed by the is- 
suer or its affiliates. Table 17 reveals that the 
number of audit committee members having a 6(b) 
relationship has decreased by 10.6 percent, to just 
16 percent of all committee members. Paralleling 
this reduction has been a 9 percent increase in 
audit committees that are composed entirely of 
members having no Item 6(b) relationships (Table 
15). In 1979, 57.5 percent of audit committees had 
no members with a 6(b) relationship. In 1980, the 
proportion of audit committees in this category 
reached nearly 63 percent. Table 17 also contains 
information about the number of times the audit 
committee met during the last fiscal year.’ 





7While not set forth in the tabie, twelve issuers 
disclosed that their audit committees never met 
during the year. An absence of meetings may raise 
questions concerning the actual functions of a 
committee and disclosures relating to the commit- 
tee. In SEC v. Falstaff, CCH Fed. Sec. L. Rep. 
{ 96,583(D.D.C. 1978) aff'd. (D.C. Cir. May 29, 
1980), the U.S. District Court for the District of 
Columbia concluded that ‘Falstaff's statement in 
its 1977 Proxy Statement that it had an audit 
committee was false and misleading in that the 
committee existed in name only .... The proxy 
statement thus falsely conveyed to Falstaff’s 
shareholders the impression that effective over- 
sight was being exercised by the Board of Direc- 
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Table 20 summarizes the frequency with which 
certain major functions are performed by audit 
committees. In this regard, several points should 
be noted. First, the enormous increase in the per- 
centage of committees that engage and discharge 
the company’s independent accountant probably 
can be explained by a revision in the questionnaire 
to add to this category audit committees that rec- 
ommend the auditor's engagement and dis- 
charge.® The 71.9 percent of audit committees that 
review the adequacy of internal accounting con- 
trols is identical to the percent that did so last 
year.° 


The number of compensation committees in- 
creased from 63.5 percent in 1979 to 68.4 percent 
of all companies in 1980 (Table 16). In 1980, sub- 
stantially fewer compensation committee members 
have 6(b) relationships with issuers. Only 16.9 
percent of committee members has such a re- 
lationship in 1980 (Table 16), a decrease of 16 
percent from the 20.1 percent of all members who 
had such relationships in 1979. There also has 
been a decline in the percentage of persons on 
compensation committees who are employed by 
the issuer, its subsidiaries or affiliates. The per- 
centages of compensation committees performing 
various functions (Table 19) are similar to the per- 
centages for 1979. 


With respect to nominating committees, it should 
be noted initially that there were several errors 





Footnote, continued 


tors.” In affirming, the United States Court of Ap- 
peals for the District of Columbia stated: “The ex- 
istence of a committee implies a structured inves- 
tigation and analysis of a company’s fiscal wel- 
fare.” (Slip Opinion at 25) 


®8The Staff Report indicated that the low percent- 
age in 1979 might be due to the fact that the 
“question appears to ask whether the audit com- 
mittee is the final arbiter of the decision to hire or 
fire the auditor rather than being the group making 
the recommendation.” Supra note 3, at 497. 


? Somewhat inexplicably, the 1980 data indicates a 
decrease in the proportion of audit committees 
performing all other functions enumerated in the 
table, except for a minimal increase in the per- 
centage of committees that review the results of 
the audit. 
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made in computing the 1979 data concerning the 
existence of nominating committees. The data 
summarized in the Staff Report incorrectly indi- 
cated that 28.9 percent of issuers had nominating 
committees in 1979. Upon recomputation of data 
in connection with developing the comparative fig- 
ures set forth herein, it was determined that only 
19.4 percent of issuers disclosed that they had 
such committees in 1979.'° By 1980, one-quarter 
of the issuers had established such committees, 
an increase of 31 percent from the previous year, 
but still a relatively small proportion of. all is- 
suers.'' Moreover, 41 committees (nearly 15 per- 
cent of all nominating committees) never met dur- 
ing the year.'2 


Table 18 summarizes information about the com- 
position of nominating committees. There has 
been a slight decrease in the percentage of com- 
mittee members employed by the issuer. The per- 
centage of committee members with 6(b) relation- 
ships has decreased from 20 percent to just 15.6 
percent of all persons on nominating committees. 


The functions performed by nominating commit- 
tees are summarized in Table 21. Virtually all 
committees select or recommend the nominees for 
director. In 1980, 12.7 percent of the comittees 
also had responsibility for evaluating incumbent di- 
rectors. This percentage, however, represents a 
32 percent decrease in the number of committees 
performing this function the year before.'? 





10See Table 11 (1979 revised). 


11Some issuers disclosed that the entire board 
serves as the nominating committee. The staff be- 
lieves it is inappropriate to characterize the entire 
board as a “standing” nominating committee for 
purposes of making the disclosure called for by 
item 6(d)(1) of Schedule 14A. Therefore, it has dis- 
regarded such disclosures in computing the per- 
centage of companies which has a nominating 
committee. 


121t should be noted that included within this cate- 
gory may be a number of nominating committees 
which were not established until near or after the 
end of the last fiscal year. 


13See Staff Report, supra note 3, at 527 and cited 
authorities. 
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The percentage of committees disclosing that they 
consider shareholder nominations increased to 
79.1 percent of all nominating committees. The 
staff previously indicated that it would utilize 1980 
proxy disclosures as the basis for determining 
whether to initiate development of a proposal for a 
specific rule requiring companies to adopt a pro- 
cedure for considering shareholder nominations.'4 
In view of the significant errors in the 1979 figures 
concerning the existence of nominating commit- 
tees and the 30 percent increase in the number of 
nominating committees which occurred between 
the 1979 and 1980 proxy seasons, the staff has 
concluded that it would be premature to make a 
final determination at this time regarding the need 
for a new rule concerning a procedure for consid- 
ering shareholder nominations. The staff intends 
to take into account the results of the 1981 proxy 
monitoring program, which it expects will become 
available in October 1981, before making a rec- 
ommendation to the Commission about how to 
proceed in this area. 


lll. Intepretation of Existing Proxy Rule Require- 
ments Regarding the Board of Directors and 
the Form of Proxy 


The staff's examination of 1091 proxy statements 


in connection with the 1980 proxy monitoring pro- 
gram revealed that a substantial number of the 
1980 proxy statements do not disclose certain in- 
formation required by the proxy rules. The follow- 
ing breakdown indicates the percentage of proxy 
statements which omitted specified categories of 
required information: 


. Director compensation (Item 7 of 
Schedule 14A, incorporating Item 4(c) 
of Regulation S-K) 4.5 percent 

. The non-existence of committees (Item 


6(d)(1) of Schedule 14A) 2.0 percent 


. The number of committee meetings 


(Item 6(d)(1) of Schedule 14A) 1.4 percent 


. The number of board meetings (Item 


6(e) of Schedule 14A) 1.3 percent 


. Committee functions (Item 6(d)(1) of 


Schedule 14A) .9 percent 


The staff requests that each issuer, and its coun- 
sel, review current disclosure practices to assure 





14Staff Report, supra note 3, at 131. 
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that in the future the issuer's proxy statements 
fully comply with all the disclosure requirements 
set forth in Schedule 14A. 


In addition, the staff's examination of proxy state- 
ments for the 1980 proxy monitoring program indi- 
cates that some issuers whose state laws or 
charter documents give legal effect to “against” 
votes in corporate elections may not be permitting 
their security holders to vote by proxy against 
nominees as required by the proxy rules. Votes 
cast against a nominee would appear to have legal 
effect where the vote required is a majority of the 
shares as to which votes are cast. In that situation, 
a proxy card on which a shareholder “withholds 
authority” would not be counted at all in the votes 
cast while an ‘‘against” vote would be counted. 
One issuer’s proxy statement indicated, under the 
“Election of Directors’ section, that “[d]irectors 
may be elected by a majority of the votes cast at 
the meeting,” but the same issuer's form of proxy 
only permitted security holders either to wihhold 
their vote or to vote for the nominee(s). That issuer 
obviously should have provided a means for its 
security holders to vote against the nominee(s). 
Similar problems appeared in the proxy materials 
of several other issuers that disclosed the vote re- 
quired for the election of directors.'> Therefore, 
the staff reminds issuers that Instruction 2 of Rule 
14a-4(b)(2)'® provides that if state law gives legal 
effect to votes cast against a nominee, the issuer 
is required to provide a means for security holders 
to vote against each nominee. 


Accordingly, 17 CFR Part 241 is amended by add- 
ing reference to this release thereto. 


By the Commission. 


George A. Fitzsimmons 
Secretary 











Sltem 22 of Schedule 14A does not require dis- 
closure of the vote required to elect directors. The 
Commission, however, is proposing to amend Item 
22 to require disclosure of the voting standard, 
see Securities Exchange Act Release No. 17517 
(February 5, 1981). 


1617 CFR 240.14a-4(b)(2). 
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Attachment A 


LIST OF TABLES 


Sample Stratification 
Profile of Boards of Directors 
Size of Board 


Persons Employed by Issuer or Af- 
filiate 


Percent of Issuers Having Certain Re- 
lationships with a Director 


Percent of Directors Having Certain 
Relationships with Issuer 


Directors Having a 6(b) Relationship 
as Percent of Board 


Number of Board Meetings Per Year 


Range of Director Compensation on an 
Annual Retainer Basis 


Range of Director Fees Paid Per Board 
Meeting Attended 


Percent of Companies Having Com- 
mittees 


11.(1979Rev.) Percent of Companies Having Com- 
mittees 


12. 


Number of Committee Meetings Per 
year 


Number of Committee Members 


Percent of Persons on Committees 
Employed by Issuer or Its Affiliates 


Percent of Persons on Committees 
Having a 6(b) Relationship 


Profile: Compensation Committee 
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Profile: Audit Committee 

Profile: Nominating Committee 
Compensation Committee Functions 
Audit Committee Functions 
Nominating Committee Functions 


Percent of Companies Disclosing Di- 
rector Resignations 
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Table 1 


SAMPLE STRATIFICATION 





COMPANIES BY SIZE 
AND TRADING MARKET 





ALI, COMPANIES 





Over $150 
$ 50 
$ 0 


ATER 


Over $150 
$ 50 
. ¢ 


150 
50 


NASDAQ-OTHER 





Over $1 


150 


MM Assets 
MM 
MM 


MM Assets 
MM 
MM 


MM Assets 
MM 
MM 


PERCENT OF 
TOTAL SAMPLE 





50 
oe 
Gini 


50 
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100.00 
42.4 


22.2 
35.4 
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Table 2 


PROFILE OF BOARDS OF DIRECTORS 





(Sample Means) 


NUMBER PERCENT PERCENT OF 
OF EMPLOYED BOARD HAVING 
COMPANIES BY SIZE SIZE OF MEETINGS BY ISSUER ITEM 6(b) 
AND TRADING MARKET BOARD PER YEAR OR AFFILIATE RELATIONSHIPS 











AMEX 


Over $150 
$ 50 - 150 
$ O0- 50 


NASDAQ—-OTHER 





Over $150 MM Assets 
$ 50 - 150 MM 
$ 0- 50 ™ 
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Table 3 


SIZE OF BOARD 





(Frequency Distribution) 
(Percent) 


NUMBER OF INDIVIDUALS 





COMPANIES BY SIZE 
AND TRADING MARKET 10 - 14 15 - 19 











ALI, COMPANIES 





MM Assets 
150 MM 
50 MM 


MM Assets 
MM 
MM 


Over $150 h™ Assets 
$ 50 MM 
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$ 50 -— 150 MM 
$ 0- 50 ™ 
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Table 4 


PERSONS EMPLOYPD BY ISSUER OR AFFILIATE 
BS PERCE? OF BOARD MEMPERSHIP 








(Frequency Distribution) 
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Table 7 


DIRECTORS HAVING A_6(b) RELATIONSHIP 


AS PLCCENT OF BOARD 











(Frequency Distribution) 


COMPANIES BY SIZE 0 1 = 25 26 - 50 51 = 75 76 — 100 
AND TRADING MARKET PERCENT PERCENT PERCENT PERCENT PERCENT 








ALL COMPANIES 12.4 





Over $150 Assets 
$ 50 - 150 
$ 0 50 


NYSE 

Over $150 
$ 50 
$ 0 

AMEX 

Over $150. 


$ 50 
$ 0 


NASDAQ-OTHER 





Over $150 Assets 
$ 50 - 150 
$ 0- 50 
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Table 8 


HUBER OF ROARD MEETINGS PER YEAR 





(Frequency Distribution) 
(Percent) 


NUMBER OF MEETINGS 





COMPANIES BY SIZE 


AND TRADING MARKET 9-12 











ALL COMPANIES 





Over $150 
$ 50 
$ 0 


NYSE 
Over $150 


$ 50 
$ 0 
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COMPANIES BY SIZE 
AND TRADING MARKET 





ALL COMPANIES 





Over $150 
$ 50 - 150 M 
$ 0- 50 


AMEX 
Over $150 


$ 50 = 150 
$ 0- 50 ™ 


NASDAQ-OTHER 





Over $150 
$ 50 - 150 
$ O- 50 
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Table 10 


i aS ORY TRC INDIR aT Eo ey ea 
BOARD HEETING AV ENDIED 


(Frequency Distribution) 
(Percent ) 


FEES PAID PER MEETING 





$1,000 OR $500 - $250 - $100 - LESS ‘THAN 
MORE $749 $499 $249 $100 
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Table ll 


PERCENT OF COMPANIES HAVING COMMITTEES 








(Sample Means) 


COMPANIES BY SIZE AUDIT COMPENSATION NOMINATING 
AND TRADING MARKET COMMITTEE COMMITTEE COMMITTEE 











ALL COMPANIES 





Over $150 
$ 50 150 
$ 0 50 
NYSE 


Over 
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Table ll 
(1979 Revised) 





-ERCEINE OF CGMPANIES HAVING COMMITTEES 





(Sample Means) 


COMPANIES BY SIZE AUDIT COMPENSATION NOMINATING 
AND TRADING MARKET COMMITTEE COMMITTEE COMMITTEE 








ALL COMPANIES 
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Table 1 2 


NUMEER OF COUNITTEE MEETINGS PER YFAR 





(Sample Means) 


COMPANIES! EY SIZE AUDIT COMPENSATION NOMINATING 
AND TRADING MAPKET COMMITTEE COMMITTEE COMMITTEE 
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Table 13 


NUMBER OF COMMITTEE MEMBERS 





(Sample Means) 


COMPANIES BY SIZE AUDIT COMPENSATION NOMINATING 
AND TRADING MARKET COMMITTEE COMMITTEE COMMITTEE 








ALL COMPANIES 





Over $150 MM Assets 
$ 50 - 150 MM 
$0 50 MM 


NYSE 

Over $150 MM Assets 
$ 50 MM 
> 8 MM 

AMEX 

Over $150 


$ 50 
$ 0 


NASDAO-OTHER 





Over $150 
$ 50 - 150 } 
$ O0- 50 
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Table 14 
(Page 1 of 2) 
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ey 
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(Frequency Distribution) 
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(Frequency Distribution) 
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AUDIT 
Over $150 
S750°=" 250 
$ 0- 50 
COMPENSATION 
Over $150 
$50 — 150 
$ 0- 50 
NOMINATING 


Over $150 


$ 50 - 150 
$ O0- SOM 


AUDIT 


Over $150 
> 50 ~- 1 
> O0- BD 


COMPENSATION 
Over $150 
$ 50 - 150 
$ O0- 50 
NOMINATING 
Over $150 


$ 50 - 150 
$ 0- 50 
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Table 14 
(Page 2 of 2) 
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(Frequency Distribution) 
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Table 15 
(Paya Ll of 2) 


PERCINT OF PERSONS ON COMMITIEES HAVING 


A 6(%) RELATIOWNIP: ALL COMPANIES 








(Frequency Distribution) 
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(Frequency Distribution) 
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Table 15 
(Page 2 of 2) 


PERCENT OF PERSONS ON COMMITTEES HAVING 
A 6(b) RELATIONSHIP: AMEX 








(Frequency Distribution) 
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Table 16 


PROFILE: COMPENSATION COMMITTEES 





(Sample Means) 


PERCENT 
COMPANIES BY SIZE SIZE NUMBER EMPLOYED BY PERCENT 
AND TRADING MARKET OF ISSUER OR HAVING 6(b) 
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Table 17 


PROFILE: AUDIT COMMITTEES 





(Sample Means) 


PERCENT 
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Table 18 


PROFILE: NOMINATING COMMITTEES 





(Sample Means) 
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Table 22 


PERCENT OF COMPANIES DISCIOSING 
DIRFCIOR RESIGNATIONS 








(Sample Means) 


COMPANIES BY SIZE 
AND TRADING MARKET 





ALL COMPANIES 





Over $150 
$ 50 - 150 
$ 0 50 


NYSE 
Over $150 
$ 50 
$ 0 
AMEX 
Over $150 MM Assets 


$ 50 MM 
$ 0 MM 


NASDAQ-OTHER 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 17519/February 5, 1981 


The Securities and Exchange Commission an- 
nounced, pursuant to Section 12(k) of the Securi- 
ties Exchange Act of 1934 (“Exchange Act’), the 
temporary suspension of over-the-counter trading 
of the securities of Dynergy Corporation 
(“Dynergy’’), a Delaware corporation located at 
1269 Union Avenue, Laconia, New Hampshire for 
the ten day period commencing at 12:30 p.m. on 
February 5, 1981 and terminating at midnight 
(EST) on February 14, 1981. 


The Commission suspended trading in the securi- 
ties of Dynergy in view of questions concerning re- 
cent market activity in its securities and because 
of the lack of currently accurate and adequate in- 
formation concerning the company’s announced 
contracts and agreements, its financial condition 
and the status of its operations. 


The Commission cautions broker-dealers, share- 
holders and prospective purchasers that they 
should carefully consider the foregoing information 
along with ail other currently available information 
and any information subsequently issued by the 
company. 


Furthermore, brokers and dealers should be alert 
to the fact that, pursuant to Rule 15c2-11 under 
the Exchange Act, at the termination of the trading 
suspension, no quotation may be entered unless 
and until they have strictly complied with all of the 
provisions of said rule. If any broker or dealer has 
any questions as to whether or not he has com- 
plied with said rule, he should not enter any quota- 
tion but immediately contract the staff of the Divi- 
sion of Enforcement in Washington, D.C. If any 
broker or dealer is uncertain as to what is required 
by Rule 15c2-11, he shouid refrain from entering 
quotations relating to the securities in question 
until such time as he has familiarized himself with 
said rule and is certain that all of its provisions 
have been met. If any broker or dealer enters any 
quotation which is in violation of said rule, the 
Commission will consider the need for prompt en- 
forcement action. 


lf any broker-dealer or other person has any in- 
formation which may relate to this matter, the Divi- 
sion of Enforcement of the Securities and Ex- 
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change Commission should be telephoned at 
(212) 264-1674. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17520/February 5, 1981 


An order has been issued granting the application 
of the American Stock Exchange to strike the 
common stock ($.01 par value) of GATEWAY 
SPORTING GOODS COMPANY from listing and 
registration thereon. 








PUBLIC UTILITY HOLDING COMPANY 
ACT OF 1935 





PUBLIC UTILITY HOLDING COMPANY ACT OF 
1935 
Release No. 21901/January 30, 1981 


In the Matter of 


SENECA RESOURCES CORPORATION 
10 Lafayette Square 
Buffalo, New York 14203 


(70-6547) 


NOTICE OF PROPOSED ISSUANCE AND SALE 
OF SHORT-TERM NOTES TO BANK 


Seneca Resources Corporation (‘‘Seneca’’), a 
wholly-owned subsidiary of National Fuel Gas 
Company, a registered holding company, has filed 
a declaration with this Commission pursuant to the 
Public Utility Holding Company Act of 1935 
(“Act”), designating Sections 6(a) and 7 thereof as 
applicable to the proposed transaction. All in- 
terested persons are referred to the declaration, 
which is summarized below, for a complete state- 
ment of the proposed transaction. 
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By order dated January 4, 1980, in File No. 70- 
6372 (HCAR No. 21382), Seneca was authorized 
to brrow up to $15,000,000 pursuant to a line of 
credit wth Houston National Bank (‘Bank’). As of 
January 9, 1981, Seneca had $2,850,000 out- 
standing pursuant to the line of credit which was 
repaid through funds internally generated and 
funds received from system companies pursuant 
to a tax allocation procedure. 


Seneca now proposes to renew its line of credit 
with the Bank up to an aggregate principal amount 
of $15,000,000 and enter into a loan agreement on 
substantially the same terms and conditions as 
previously authorized by the Commission. Under 
the loan agreement, Seneca will have the right to 
borrow an amount, at any one time outstanding, 
not to exceed the lesser of $15,000,000 or a ‘“Bor- 
rowing Base” established by the Bank. The Bor- 
rowing Base shall be determined by the Bank at its 
sole discretion, but shall never exceed 60% of the 
value of producing oil and gas reserves that 
Seneca has developed in the states of Texas, Okla- 
homa, and Louisiana. The loan agreement will 
extend for a period of one year from the date of the 
Commission's order in this proceeding. Seneca 
anticipates that the initial Borrowing Base under 
the loan agreement will be set at $6,000,000. The 
loan will be evidenced by a short-term note dated 
as of the date of issue, will mature not more than 
one year from the date of issue, and will be pre- 
payable, at any time, in whole or in part, without 
penalty or premium. 


Because the amount of unsecured debt the system 
may have outstanding at any one time is limited to 
20% of the system’s capitalization, any borrowings 
by Seneca under the loan agreement will be fully 
secured, so that the borrowing capacity of other 
system companies will not be impaired. The note 
will be secured under the terms of first mortgages 
on the producing reserves mentioned above. The 
note will bear interest at the prime rate of interest 
at the Bank as it fluctuates from time to time; how- 
ever, under existing laws, the Bank cannot charge 
interest in excess of a maximum allowable interest 
rate, currently set at 21% per annum. The loan 
agreement will provide that, if the prime rate at the 
Bank rises above the maximum allowable interest 
rate and is subsequently reduced below that rate, 
the interest rate on the note would not be reduced 
below the maximum allowable interest rate until 
such time as the total amount of interest accrued 
on the note equals the amount of interest which 
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would have accrued had the interest on the note 
been calculated at the prime rate. 


Seneca has agreed to maintain deposits in its ac- 
count at the Bank (“Average Daily Available Bal- 
ance’’) which total 10% of (i) the amount available 
under the loan agreement or (ii), the Borrowing 
Base, whichever is lower, plus 10% of the amount 
drawn down by Seneca under the loan agreement. 
In the event that the Average Daily Available Bal- 
ance is less than the required amount for a spe- 
cific period, Seneca has agreed to pay the Bank a 
fee equal to the average prime rate of the Bank for 
the period multiplied by the amount of the defi- 
ciency in the Average Daily Available Balance. As- 
suming Seneca borrows the full amount available 
under the loan agreement and determines not to 
maintain the required Average Daily Available Bal- 
ance, based on a 20.00% prime rate, the effective 
cost of money would be 24.00%. In addition, 
Seneca will be oligated to pay the reasonable fees 
and expenses of counsel for the Bank in connec- 
tion with the preparation of the loan agreement 
and all transactions pursuant thereto. Other than 
such counsel fees, there will be no commitment 
fee or any other closing or related costs in con- 
nection with the above transactions. 


Seneca proposes to draw down funds under this 
short-term note to supply working capital for the 
financing of commitments which Seneca has made 
in its gas exploration and development program 
and to finance gas exploration and development. 
Seneca expects to repay the note with funds gen- 
erated internally and by possible external financial 
arrangements. 


Seneca’s gas exploration and development pro- 
gram will consist of both exploratory drilling in new 
areas and the development of about five or six 
wells in each of the areas which oil is found. Dur- 
ing the fourteen-month period between February 
1, 1981, and March 31, 1982, Seneca anticipates 
spending about $13.2 million on exploration and 
development. (Above $7.1 will be spent on explor- 
ation, while the other $6.1 million will be spent on 
the development of oil wells). 


It is stated that no state commission and no fed- 
eral commission, other than this Commission, has 
jurisdiction over the proposed transaction. Seneca 
requests that it be permitted to file the certificates 
required by Rule 24 relating to the proposed 
transaction on a quarterly basis. 
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NOTICE IS FURTHER GIVEN that any interested 
person may, not later than February 25, 1981, re- 
quest in writing that a hearing be held on such 
matter, stating the nature of his interest, the rea- 
sons for such request, and the issues of fact or law 
raised by the filing which he desires to controvert; 
or he may request that he be notified if the Com- 
mission should order a hearing thereon. Any such 
request should be addressed, Secretary, Securi- 
ties and Exchange Commission, Washington, 
D.C. 20549. A copy of such request should be 
served personally or by mail upon the declarant at 
the above-stated address, and proof of service (by 
affidavit or, in case of an attorney at law, by certifi- 
cate) should be filed with the request. At any time 
after said date, the declaration, as filed or as it 
may be amended, may be permitted to become 
effective as provided in Rule 23 of the General 
Rules and Regulations promulgated under the Act, 
or the Commission may grant exemption from 
such rules as provided in Rules 20(a) and 100 
thereof or take such other action as it may deem 
appropriate. Persons who request a hearing or ad- 
vice as to whether a hearing is ordered will receive 
any notices or orders issued in this matter, includ- 
ing the date of the hearing (if ordered) and any 
postponements thereof. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 
1935 
Release No. 21902/January 30, 1981 


In the Matter of 

ALABAMA POWER COMPANY 

600 North 18th Street 

Birmingham, Alabama 35291 

(70-6538) 

NOTICE OF PROPOSAL BY PUBLIC UTILITY 
COMPANY TO ISSUE FIRST MORTGAGE 


BONDS AND PREFERRED STOCK AT COM- 
PETITIVE BIDDING 
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NOTICE IS HEREBY GIVEN that Alabama Power 
Company (‘Alabama’), an electric utility sub- 
sidiary of The Southern Company, a registered 
holding company, has filed an application- 
declaration with this Commission pursuant to the 
Public Utility Holding Company Act of 1935 
(‘Act’), designating Sections 6(b) and 12(c) of the 
Act and Rules 42 and 50 promulgated thereunder 
as applicable to the proposed transactions. All in- 
terested persons are referred to the application- 
declaration, which si summarized below, for a 
complete statement of the proposed transactions. 


Alabama proposes to issue and sell up to 
$200,000,000 aggregate principal amount of its 
first mortgage bonds (‘‘new Bonds’). Of such 
amount it is proposed that up to $100,000,000 
principal amount of new Bonds (“initial series’”’) will 
be issued in March, 1981 or subsequent thereto, 
and up to $100,000,000 principal amount of new 
Bonds (‘‘additional series’) will be issued in one or 
more series from time to time not later than August 
31, 1981. It is proposed that each series of new 
Bonds will have a term of not less than five nor 
more than 30 years and will be sold at competitive 
bidding for the best price obtainable but for a price 
to Alabama of less than 98% nor more than 
101-3/4% of the principal amount thereof, plus ac- 
crued interest. The new Bonds will be issued 
under the Indenture dated as of January 1, 1942, 
between Alabama and Chemical Bank, as Trustee, 
as heretofore supplemented by various indentures 
supplemental thereto, and as to be further 
supplemented by Supplemental Indentures to be 
dated as of the first day of the month during which 
each series of new Bonds is issued. 


It is proposed that Alabama will decide on the term 
of each series of new Bonds after the date of the 
respective public invitation for proposals and then 
in each case notify prospective bidders by tele- 
phone, confirmed in writing, of its decision, not 
less than 72 hours prior to the time of each bid- 
ding. It is also proposed that in each such notice 
Alabama may designate a lesser aggregate princi- 
pal amount of the new Bonds of the particular 
series to be issued and sold than that previously 
specified in the respective public invitation for pro- 
posals, and that Alabama reserve the right in its 
discretion to designate a principal amount or term 
for the new Bonds of a particular series different 
from that theretofore specified by notice to prospec- 
tive bidders not less than 24 hours prior to the time 
of each bidding. 
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Alabama will provide that none of the new Bonds 
will be redeemed for a five-year period commenc- 
ing with the first day of the month of issuance, re- 
spectively, at a regular redemption price if such 
redemption is for the purpose or in anticipation of 
refunding such new Bond through the use, directly 
or indirectly, of funds borrowed by Alabama at an 
effective interest cost to Alabama of less than the 
effective interest cost to Alabama of the respective 
series of new Bonds. Such limitation will not apply 
to redemptions at a special redemption price by 
operation of the improvement (sinking) fund or the 
maintenance and replacement provisions of the 
above-mentioned Indenture or by the use of pro- 
ceeds of released property. Alabama also will cov- 
enant that it will not redeem any of the new 
Bonds of a particular series, in any year prior to 
the fifth year after the issuance of such series, 
through the operation of the improvement (sinking) 
fund provisions in a principal amount which would 
exceed the improvement fund requirement at- 
tributable to such series (i.e., 1% of the aggregate 
principal amount of such series). In addition, 
Alabama may make provision for a mandatory 
cash sinking fund for the benefit of the new Bonds 
of a particular series. Such sinking fund would re- 
tire up to 5% annually of the initial aggregate prin- 
cipal amount of the new Bonds of such series, 
commencing five years or later after the sale, of 
increasing any such sinking fund payment by an 
amount not exceeding such sinking fund payment. 


Alabama also proposes to issue up to $50,000,000 
aggregate stated value of its preferred stock, with 
a stated value of up to $100 per share (‘new Pre- 
ferred Stock’), and to sell such securities at com- 
petitive bidding for the best price obtainable but for 
a price to Alabama of not less than 100% nor more 
than 102% of the stated value per share, which 
shall also be the public offering price per share. In 
addition, Alabama proposes to pay to the pur- 
chasers of the new Preferred Stock compensation 
for their services in purchasing and making a pub- 
lic offering of such share, which compensation 
shall be included as part of the competitive bidding 
on the new Preferred Stock. It is proposed that the 
new Preferred Stock be issued in one or more 
series from time to time not later than August 31, 
1981. 


The terms of each series of the new Preferred 
Stock will be established by amendment to the 
charter of Alabama. Alabama may also make pro- 
vision for a cumulative sinking fund for the benefit 
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of the new Preferred Stock which would retire not 
more than 5% annually of the number of shares 
initially issued of the particular series, commenc- 
ing five years or later after the sale, with the non- 
cumulative option on any sinking fund date, com- 
mencing five years or later after the sale, of re- 
deeming up to an additional like number of shares. 
Alabama will provide that no share of the new 
Preferred Stock will be redeemed for a five-year 
period commencing with the first day of the month 
of issuance, respectively, if such redemption is for 
the purpose or in anticipation of refunding such 
share directly or indirectly through the incurring of 
debt, or through the issurance of stock ranking 
equally with or prior to the new Preferred Stock as 
to dividends or assets, if such debt has an effec- 
tive interest cost to Alabama or such stock has an 
effective dividend cost to Alabama of less than the 
effective dividend cost to Alabama of the respec- 
tive series of the new Preferred Stock. 


Alabama may request by amendment hereto that 
one or more of such sales of new Bonds or new 
Preferred Stock be excepted from the competitive 
bidding requirements of Rule 50. Alabama pro- 
poses to use the proceeds from each sale of the 
new Bonds and the new Preferred Stock, along 
with other funds, to finance its business as an 
electric utility company, primarily the repayment of 
outstanding short-term indebtedness and the 
payment of costs incurred in its on-going con- 
struction program, estimated at $487,318,000 for 
1981. 


Statements of the fees, commissions ane ex- 
penses to be incurred in connection with the is- 
suance of such series of new Bonds or new Pre- 
ferred Stock will be filed by amendment. The pro- 
posed transactions are subject to the jurisdiction of 
the Alabama Public Service Commission. It is 
stated that no other state or federal regulatory 
authority, other than this Commission, has juris- 
diction over the proposed transactions. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than February 23, 1981, re- 
quest in writing that a hearing be held on such 
matter, stating the nature of his interest, the rea- 
sons for such request, and the issues of fact or law 
raised by the filing which he desires to controvert; 
or he may request that be be notified if the Com- 
mission should order a hearing thereon. Any such 
request should be addressed: Secretary, Securi- 
ties and Exchange Commission, Washington, D.C. 
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20549. A copy of such request should be served 
personally or by mail upon the applicant-declarant 
at the above-stated address, and proof of service 
(by affidavit or, in case of an attorney at law, by 
certificate) should be filed with the request. At any 
time after said date, the application-declaration, as 
filed or as it may be amended, may be granted and 
permitted to become effective as provided in Rule 
23 of the General Rules and Regulations promul- 
gated under the Act, or the Commission may grant 
exemption from such rules as provided in Rules 
20(a) and 100 thereof or take such other action as 
it may deem appropriate. Persons who request a 
hearing or advice as to whether a hearing is or- 
dered will receive any notices and orders issued in 
this matter, including the date of the hearing (if or- 
dered) and any postponements thereof. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 
1935 
Release No. 21903/February 2, 1981 


In the Matter of 


NATIONAL FUEL GAS SUPPLY CORPORATION 
Oil City, Pennsylvania 


PENN-YORK ENERGY CORPORATION 
Buffalo, New York 


NATIONAL FUEL GAS DISTRIBUTION 
CORPORATION 
Buffalo, New York 


NATIONAL FUEL GAS COMPANY 
New York, New York 


(70-6536) 


ORDER AUTHORIZING INSTITUTION OF SYS- 
TEM MONEY POOL ARRANGEMENT, ESTAB- 
LISHMENT OF NEW SHORT-TERM BORROW- 
ING LIMITATIONS AND EXCEPTION FROM 
COMPETITIVE BIDDING 
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National Fuel Gas Company (‘National’), a regis- 
tered holding company, and three of its subsidiary 
companies, National Fuel Gas Distribution Corpo- 
ration (‘Distribution’), National Fuel Gas Supply 
Corporation (“Supply”) and Penn-York Energy 
Corporation (‘‘Penn-York’’) have filed an 
application-declaration and amendments thereto 
with this Commission pursuant to Sections 6(a), 7, 
9(a), 10, 12(b) and 12(f) of the Public Utility Hold- 
ing Company Act of 1935 (‘Act’) and Rules 
42(b)(2), 50(a)(2), and 50(a)(5) promulgated 
thereunder regarding the proposed transactions. 


National, Distribution, Supply, and Penn-York 
(collectively, the ‘“System’’) are seeking authoriza- 
tion for National to incur external short-term bor- 
rowings, by the issuance of notes to banks and 
commercial paper to a dealer through December 
31, 1981. The proceeds from such borrowings 
would be loaned to System subsidiaries. National 
proposes to issue up to $40,000,000 of commer- 
cial paper and to establish bank lines of credit of 
$138,700,000. The companies also request ap- 
proval for the institution of a System money pool. It 
is anticipated that during 1981 subsidiaries will 
have an aggregate amount of up to $70,000,000 of 
surplus funds from System companies would be 
made available through the money pool. 


The maximum principal amount of unsecured debt 
the System may have outstanding at any one time 
from bank borrowings, commercial paper sales, 
surplus fund loans or any other source would be 
$92,687,764, which is 20% of System’s consoli- 
dated capitalization as of September 30, 1980. 
According to National’s Certificate of Incorporation 
as discussed in this Commission’s Order of May 
21, 1980 (HCAR No. 21585), the System’s out- 
standing short-term debt may not exceed 20% of 
the System’s consolidated capitalization. However, 
borrowings by Supply for the purchase of gas for 
shortage is considered to be “inventory loans” and 
are not included as “unsecured debt” for purposes 
of National's Certificate of Incorporation. The 
aggregate maximum outstanding principal amount 
of short-term borrowings by the System would be 
$138,700,000. These borrowings include up to 
$46,012,236 of inventory loans to Supply. 


During 1981 the subsidiaries will need to borrow a 
maximum aggregate amount of $180,000,000 for 
working capital. Distribution will require 
$90,000,000 for its construction program and the 
financing of deferred purchase gas costs. Supply 
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needs working capital up to $50,000,000 for the 
purchase of gas to be stored during the summer 
and withdrawn for sale in the winter as well as for 
construction and deferred purchase gas costs. 
Penn-York will need to borrow up to approximately 
$40,000,000 for the development of underground 
storage facilities for the use of non-affiliated 
utilities. Distribution, Supply and Penn-York would 
borrow up to $90,000,000, $50,000,000 and 
$40,000,000, respectively. However, due to differ- 
ences in timing, working capital requirements can 
be satisfied through short-term unsecured bor- 
rowings not to exceed $92,687,764, plus up to 
$46,012,236 in gas inventory loans to supply. 


National would administer the money pool and 
coordinate the System's short-term borrowings. 
Borrowings outside the System, when necessary, 
would be made through the issuance and sale of 
commercial paper and/or borrowings from banks 
and such funds would be included in the money 
pocl. Requests by subsidiaries for short-term 
loans would be met from money pool sources in 
the following order: (1) surplus funds of any of the 
subsidiaries; (2) surplus funds of National; (3) pro- 
ceeds from National's sale of commercial paper 
and bank borrowings. It is not expected that Na- 
tional will need to make borrwoings through the 
money pool and no loans would be made by any 
subsidiary to National. 


Loans through the money pool will be adequately 
documented on the books of the participants. The 
interest rate applicable to all loans of surplus funds 
through the money pool will be the lower of the 
following two rates as published daily in The Wall 
Street Journal: (1) the rate for commercial paper 
placed directly by a major finance company and 
having a term most nearly equal to the particular 
money pool loan in question, or (2) the prime rate. 
The interest rate applicable to funds borrowed by 
National (either through commercial paper or bank 
loans) and loaned through the money pool will be 
equal to National's net cost for such external bor- 
rowings. In cases where both surplus funds from 
other subsidiaries and external funds are concur- 
rently borrowed through the money pool, the inter- 
est rate applicable to all funds will be equal to the 
net cost of the externally borrowed funds. Interest 
on all borrowings through the money pool will be 
payable monthly until the principal amount is paid 
in full except where there are external borrowings 
from Chase. In that instance, interest will be pay- 
able in a manner to allow National to make its 
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payment of interest on a quarterly basis. Any 
surplus funds not needed by other subsidiaries or 
for the retirement of external borrowings will be 
temporarily invested by the subsidiary that gener- 
ated the surplus. 


Costs for compensating balances to support the 
lines of credit may be incurred although System 
operating balances are expected to meet compen- 
sating balance requirements. In some cases, how- 
ever, one subsidiary may have a larger operating 
balance than required to support its allocable 
share of the lines of credit and its balance will be 
used to support the allocable share of another 
subsidiary. Therefore, initially, the cost of com- 
pensating balances will be allocated to the sub- 
sidiaries on the basis of 50% to Distribution Corpo- 
ration, 28% to Supply Corporation and 22% to 
Penn-York. At the end of the calendar year, the 
costs would be retroactively reallocated among the 
subsidiaries on the basis of the relative maximum 
outstanding short-term borrowings of each sub- 
sidiary during the year. Each subsidiary would pay 
that portion of total line of credit costs equal to the 
ratio of its maximum short-term borrowings to the 
maximum aggregate System short-term borrow- 
ings on a non-coincidental basis during the year. 


If intra-system sources of funds are insufficient to 
meet short-term loan requests, National proposes 
to issue and sell from time to time through De- 
cember 31, 1981, commercial paper in an aggre- 
gate maximum outstanding principal amount of 
$40,000,000 to A. G. Becker & Co., Incorporated 
(“Dealer”) and/or short-term unsecured notes to 
The Chase Mahattan Bank, N.A. (‘Chase’) and 
make the proceeds therefrom available to its sub- 
sidiaries through the money pool. 


The commercial paper will be sold by National to 
the Dealer in minimum sale amounts of not less 
than $50,000 and note denominations of not less 
than $25,000, with varying maturities not to ex- 
ceed nine months, and will not be prepayable prior 
to maturity. No commission will be payable in con- 
nection with the issuance and sale of the commer- 
cial paper; however, the Dealer will reoffer and sell 
the commercial paper at a discount rate of 1/8 of 
1% per annum less than the prevailing discount 
rate from the Dealer to National. The Dealer, in 
reoffering the commercial paper, will limit the 
reoffer and sale to a nonpublic list of not more than 
200 buyers of commercial paper including com- 
mercial banks, insurance companies, corporate 
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pension funds, investment trusts, foundations, 
college and univeristy funds, municipal and state 
funds, or other financial institutions which normally 
invest funds in commercial paper. No sale will be 
made to any buyer unless and until such buyer has 
received a current report of the financial condition 
of National. It is anticipated that the commercial 
paper of National will be held by the buyer to 
maturity; however, the Dealer may, if desired, re- 
purchase the commercial paper and reoffer it to 
others on the approved list of buyers. 


The decision to issue commercial paper or short- 
term notes would be at the discretion of National, 
except that, if the effective interest cost for com- 
mercial paper exceeds the effective cost of equiv- 
alent borrowings from Chase under the back-up 
line of credit on the date of issue, National will 
issue its short-term unsecured notes to Chase. 


National proposes to establish lines of credit with 
banks and to issue and sell short-term unsecured 
notes to such banks through December 31, 1981 
up to an aggregate outstanding principal amount 
of $138,700,000. Of these borrowings 
$46,012,236 of the proceeds will be committed for 
the purchase of gas inventory by Supply. The pro- 
ceeds would be made available to the subsidiaries 
through the money pool. 


Lines of credit will be established with Chase as 
well as Buffalo, Erie and Oil City banks. Under 
each of the lines of credit, any unsecured note is- 
sued will be issued by National, will be dated as of 
the date of issue, will mature not later than twelve 
months from the date thereof and will be prepay- 
able at any time, in whole or in part, without pen- 
alty or premium. The notes issued and sold to 
Chase and to the Erie and Oil City banks will bear 
interest at the prime rate of interest in effect from 
time to time at Chase. The notes issued and sold 
to the Buffalo banks will bear interest at the prime 
rate of interest in effect from time to time at each 
individual bank. In the case of Chase, interest will 
be payable quarterly until the principal amount is 
paid in full. In the case of all the other banks, 
interest will be payable menthly until the principal 
amount is paid in full. 


There will be no commitment fee or any closing or 
related costs in connection with the above bor- 
rowings. However, each bank may require the 
System to keep compensating balances that will 
usually be met through normal operating balances. 
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However, assuming National borrowed the full 
amount under each line of credit, and the full aver- 
age compensating balance under each line was 
required, the effective cost of money, based on the 
current 21% prime rate, would range from 
23.333% to 26.250%. The 26.250% rate is the 
maximum effective interest cost and is based ona 
20% compensating balance. The weighted aver- 
age effective cost of money if all lines were fully 
utilized would be 25.990%. 


National requests an exception from the competi- 
tive bidding requirements of Rule 50(b) pursuant to 
subparagraph (a)(5) for the issuance of commer- 
cial paper by National because the notes will ma- 
ture within nine months, will be issued to a limited, 
defined group of buyers, the interest cost will not 
exceed the cost of equivalent bank borrowings 
from Chase, and current commercial paper notes 
for prime issuers are published in daily financial 
publications. 


No state commission and no federal commission, 
other than this Commission, had jursidiction over 
the proposed transactions. The fees and expenses 
to be incurred in connection with the proposed 
transactions are estimated to be $2,800. It is re- 
quested that the reports required by Rule 24 be 
provided on a quarterly basis. 


Due notice of the filing of said application- 
declaration has been given in the manner pre- 
scribed in Rule 23 promulgated under the Act 
(HCAR No. 21876) and no hearing has been re- 
quested of or ordered by the Commission. Upon 
the basis of the facts in the record, it is hereby 
found that the applicable standards of the Act and 
the rules thereunder are satisfied and that no ad- 
verse findings are necessary; and that it is appro- 
priate in the public interest and in the interest of 
investors and consumers that said application- 
declaration, as amended, be granted and per- 
mitted to become effective: 


IT IS ORDERED, pursuant to the applicable provi- 
sions of the Act and rules thereunder, that said 
application-declaration, as amended, be and 
hereby is granted and permitted to become effec- 
tive forthwith, subject to the terms and conditions 
prescribed in Rule 24 promulgated under the Act, 
except that certificates thereunder shall be filed 
quarterly. 
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For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 
1935 


Release No. 21904/February 2, 1981 
In the Matter of 


ARKANSAS POWER & LIGHT COMPANY 
First National Building 
Little Rock, Arkansas 72213 


(70-6544) 


NOTICE OF PROPOSAL BY PUBLIC UTILITY 
COMPANY TO LEASE NUCLEAR FUEL AND 
FOR LESSOR TO FINANCE ITS OBLIGATIONS 
UNDER THE LEASE THROUGH BANK BOR- 
ROWINGS AND THE SALE OF COMMERCIAL 
PAPER 


NOTICE IS HEREBY GIVEN that Arkansas Power 
& Light Company (‘Arkansas’), a public utility 
subsidiary of Middle South Utilities, Inc., a regis- 
tered holding company, has filed an application 
and an amendment thereto with this Commission 
pursuant to the Public Utility Holding Company Act 
of 1935 (“Act”) designating Sections 9 (a) and 10 
of the Act as applicable to the proposed transac- 
tion. All interested persons are referred to the ap- 
plication, which is summarized below, for a com- 
plete statement of the proposed transaction. 


Arkansas proposes to lease from a Delaware cor- 
poration (“Fuel Company”) nuclear fuel, including 
facilities incident to its use, to be used in connec- 
tion with its generation of electric power. The Fuel 
Company will be the successor to Southwest Fuel 
Company (‘Southwest’), from which Arkansas has 
heretofore been leasing said Nuclear Fuel pur- 
suant to Commission authorization in File No. 
70-6185, and Southwest Contracts, Inc. (“SW 
Contracts”), which has advanced funds to South- 
west. The nuclear fuel will be used to satisfy the 
fuel requirements of Arkansas Nuclear One 
Generating Station (“ANO”), located near Rus- 
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sellville, Arkansas. The Fuel Company is owned 
by a trust created by Lehman Leasing, Inc. 
(“Lehman Leasing”), a New York corporation, for 
the benefit of certain designated beneficiaries. 
Lehman Leasing is an affiliate of Lehman Brothers 
Kuhn Loeb Incorporated, an investment banking 
firm. Neither the trustees of said trust, the benefi- 
ciaries thereof, Lehman Leasing, Lehman Brothers 
Kuhn Loeb Incorporated, the Fuel Company, nor 
any persons affiliated with any of them are af- 
fillated with Arkansas or any of its affiliated com- 
panies. The Fuel Company will acquire either all of 
the assets or all of the outstanding stock of 
Southwest and succeed to its rights and obliga- 
tions under the Fuel Lease, dated as of June 25, 
1974, as amended and restated as of August 31, 
1978 (“Fuel Lease”). The Fuel Company and Ar- 
kansas will simultaneously enter into a First 
Amendment to the Fuel Lease (the amended Fuel 
Lease hereafter referred to as the “Lease). 


Under the terms of the Lease, the Fuel Company 
will make additional payments to suppliers, proc- 
essors and manufacturers, necessary to carry out 
the terms of Arkansas’ contracts for nuclear fuel 
for ANO or Arkansas will make such payments and 
will be reimbursed by the Fuel Company; the Fuel 
Company may also make payments to future 
suppliers of nuclear fuel for ANO or Arkansas will 
make such payments, subject to reimbursement by 
the Fuel Company. The maximum commitment of 
the Fuel Company to make payments for nuclear 
fuel is $129,000,000 at any one time outstanding. 
Arkansas will be responsible for operating, main- 
taining, repairing, replacing and insuring the nu- 
clear fuel and for paying all taxes and costs arising 
out of the ownership, possession or use thereof. 
The term of the Lease will be through Sep- 
tember 1, 1983; on September 1, 1981 and on 
each succeeding September 1, the two-year re- 
mainder of the term will automatically be extended 
for an additional year, unless either party gives 
prior written notice of termination. In any event the 
Lease will terminate no later than September 1, 
2018. 


Payments under the Lease will be payable quar- 
terly and will include (A) a quarterly lease charge, 
which will include an administrative charge of 
$15,000 per annum plus ¥% of 1% per annum of the 
stipulated loss value, as defined in the Lease, 
payable by the Fuel Company to Lehman Leasing, 
and other allocated operational costs of the Fuel 
Company, and (B) a burn-up charge equal to the 
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cost of the nuclear fuel consumed while the nu- 
clear fuel is in the reactor and producing heat. 
When the nuclear fuel is not in the reactor and 
producing heat, Arkansas may elect to capitalize 
quarterly lease charges or daily portions thereof so 
long as the amount of credit under the Credit 
Agreement referred to below exceeds the sum of 
the stipulated loss value of the nuclear fuel, the 
amount of such charges and $1,000,000. Arkan- 
sas may consequently, subject to the foregoing 
limitation, defer rental payments until those times 
during commercial operation when the nuclear fuel 
is in the reactor and producing heat in the produc- 
tion of electric energy. 


Arkansas may terminate the Lease at any time. 
The Fuel Company may terminate the Lease under 
certain circumstances, including among others, if it 
becomes subject to certain adverse rules, regula- 
tions or declarations with respect to its status or 
the conduct of its business, if there is a nuclear 
incident of sufficient magnitude, and by notice of a 
desire not to renew the Lease by September 1, 
1981 and any subsequent September 1, followed 
by the lapse of the remaining term. Upon the oc- 
currence of any event of termination, title to the 
nuclear fuel shall automatically be transferred to 
Arkansas. Within 120 days, but not less than 90 
days after notice of termination, Arkansas will be 
unconditionally obligated to purchase the nuclear 
fuel from the Fuel Company at a purchase price 
equal to the sum of the stipulated loss value of the 
nuclear fuel plus the termination rent, as defined in 
the Lease, both computed as of the day of pur- 
chase. Upon consummation of such purchase, all 
obligations of Arkansas under the Lease will ter- 
minate except to the extent provided therein. 


The Fuel Company will receive termination rights 
upon the occurrence of certain events of default. 
Upon the occurrence of an event of default, the 
Fuel Company may (a) treat the event of default as 
an event of termination with the results specified in 
the preceding paragraph and proceed at law or in 
equity for enforcement of the applicable provisions 
of the Lease or for damages, or (b) it may termi- 
nate the Lease. If the Fuel Company terminates 
the Lease as a result of the occurrence of an event 
of default, Arkansas’ interest in the nuclear fuel 
will terminate and the Fuel Company may take 
possession of the nuclear fuel and sell it. In the 
event of such a termination, the Fuel Company 
may recover from Arkansas damages and ex- 
penses resulting from the breach of the Lease, all 
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accrued and unpaid amounts owed to it by Arkan- 
sas, and liquidated damages. 


Under the terms of the Lease the amount of the 
quarterly lease payments by Arkansas will be 
measured by, among other things, the amount of 
costs incurred by the Fuel Company in connection 
with its acquisition, ownership and processing of 
the nuclear fuel. Arkansas proposes to continue to 
charge the rent under the Lease to fuel expense 
and to account for the transaction as a lease 
rather than a purchase. The Fuel Company will fi- 
nance its obligations under the Lease through a 
Credit Agreement, dated as of August 31, 1978, 
among Bank of America National Trust and Sav- 
ings Association (“Bank’’), a commercial bank, 
Southwest and SW Contracts, as amended and 
restated by the Bank and the Fuel Company 
(“Credit Agreements”). The initial amount of the 
Bank’s commitment under the Credit Agreement 
will be $130,000,000. As required by the Lease, 
Arkansas would approve the Fuel Company’s 
entry into the Credit Agreement. 


Under the Credit Agreement, the Fuel Company 
would issue and sell its commercial paper, sup- 
ported by an irrevocable letter of credit issued by 
the Bank. The Fuel Company proposes to use 
Lehman Commercial Paper, Inc. as a dealer in 
connection with the sale of the commercial paper, 
which sale will be at a rate expected to be equal to 
the best rate available (including a % of 1% per 
annum dealer discount). Morgan Guaranty Trust 
Company of New York (“Depositary”) will, under a 
Depositary Agreement act as issuing agent for the 
Fuel Company’ commercial paper. Under the 
Credit Agreement, the Fuel Company could also 
make revolving credit borrowings to be evidenced 
by the Fuel Company’s promissory notes. The ini- 
tial term of the Credit Agreement will be through 
December 1, 1983; it may be extended for one 
year by the Fuel Company’s giving notice prior to 
June 1, 1981, and each succeeding June 1 up to 
2015, of its desire to so extend the term, and by 
the Bank’s consenting to each such extension by 
September 1 of the year in which such notice is 
given. Arkansas has been advised based upon a 
commercial paper rate for the highest rated com- 
mercial paper of 17.5% per annum, the effective 
interest cost to the Fuel Company of its proposed 
borrowings would be 19.39% per annum, assum- 
ing all borrowings were made through the is- 
suance of commercial paper and total borrowings 
were $129 million (the average outstanding bor- 
rowings expected). 
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In consideration of the Bank’s commitment to 
issue the letter of credit and to make revolving 
credit loans, the Fuel Company will pay the Bank 
each quarter a fee of (A) ¥2 of 1% per annum on 
the difference between the Commitment and the 
average daily amount of revolving credit loans out- 
standing during that quarter, and (B) % of 1% per 
annum of the sum of the aggregate face amount (if 
issued on a discount basis) and the aggregate 
principal amount and interest (if issued on an 
interest-bearing basis) of commercial paper out- 
standing during that quarter. Drawings under the 
letter of credit will bear no interest if repaid in full 
on the date when made. If not repaid on such date, 
such drawings will be automatically converted into 
a revolving credit loan. Each revolving credit loan 
will bear interest (computed on the basis of a 


360-day year) at a rate per annum equal to the 


greater of (i) the lending rate announced by the 
Bank from time to time for 90-commercial loans to 
its largest and most credit-worthy customers plus 
2%2% and (ii) the sum of (x) the secondary market 
bid rate as determined by the Bank from time to 
time for certificates of deposit of a principal 
amount equvalent to all outstanding revolving 
credit loans and having a maturity of 90 days and 
(y) 1% plus, in the case of (ii), the cost to the Bank 
of maintaining the actual percentage reserve re- 
quired to be maintained under Regulation D of the 
Federal Reserve Board by the Bank in respect of a 
certificate of deposit of a principal amount equiva- 
lent to all outstanding revolving credit loans and 
having a maturity of 90 days. Arkansas has been 
advised that (1) if all borrowings were made by 
means of revolving credit loans the interest on 
which were based on the Bank’s prime rate, such 
interest rate were 20% per annum and total bor- 
rowings were $129 million, the net effective inter- 
est cost to the Fuel Company would be 22.63% 
per annum, and (2) if all borrowings were made by 
means of revolving credit loans the interest on 
which was based on the secondary market bid rate 
for certificates of deposit of a principal amount 
equivalent to all such borrowings, such rate were 
17.625% per annum and total borrowings were 
$129 million, the net effective interest cost to the 
Fuel Company would be 18.75% per annum. 


The Bank, and the Depositary on behalf of the hold- 
ers of the commercial paper, will receive an as- 
signment of the rents and certain other obligations 
of Arkansas under the Lease as security for the 
Fuel Company’s obligations to the Bank and to the 
holders of the commercial paper. Arkansas will 
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agree in the Lease to acknowledge notice of the 
assignment. The security interest of the Bank in 
such rents and obligations will rank pari passu with 
the security interest of the Depositary in such rents 
and obligations. The bank, for itself and for the 
benefit of the holders of the commercial paper, will 
receive a security interest in the nuclear fuel, as 
security for the Fuel Company’s obligations to the 
Bank and to the holders of the commercial paper. 
The security interest in the nuclear fuel granted to 
the Bank for the benefit of the holders of the com- 
mercial paper will rank pari passu with the security 
interest in such Nuclear Fuel granted to the Bank 
for itself. 


A statement of the fees, commissions and ex- 
penses to be incurred in connection with the pro- 
posed transaction will be filed by amendment. The 
Nuclear Regulatory Commission has licensing and 
regulatory jurisdiction over the operation of ANO. It 
is stated that no other state or federal regulatory 
authority, other than this Commission, has juris- 
diction over the proposed transaction. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than February 26, 1981, re- 
quest in writing that a hearing be held on such 
matter, stating the nature of his interest, the rea- 
sons for such request, and the issues of fact or law 
raised by the filing which he desires to controvert; 
or he may request that he be notified if the Com- 
mission should order a hearing thereon. Any such 
request should be addressed: Secretary, Securi- 
ties and Exchange Commission, Washington, D.C. 
20549. A copy of such request should be served 
personally or by mail upon the applicant at the 
above-stated address, and proof of service (by af- 
fidavit or, in case of an attorney at law, by certifi- 
cate) should be filed with the request. At any time 
after said date the application, as amended or as it 
may be further amended, by the granted effective 
as provided in Rule 23 of the General Rules and 
Regulations promulgated under the Act, or the 
Commission may grant exemption from such rules 
as provided in Rules 20(a) and 100 thereof or take 
such other action as it may deem appropriate. 
Persons who request a hearing or advice as to 
whether a hearing is ordered will receive any 
notices or orders issued in this matter, including 
the date of the hearing (if ordered) and any post- 
ponements thereof. 
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For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 
1935 
Release No. 21905/February 3, 1981 


In the Matter of 


NORTHEAST UTILITIES 

WESTERN MASSACHUSETTS ELECTRIC 
COMPANY 

West Springfield, Massachusetts 


THE CONNECTICUT LIGHT & POWER 
COMPANY 

THE HARTFORD ELECTRIC LIGHT COMPANY 

NORTHEAST NUCLEAR ENERGY COMPANY 

Berlin, Connecticut 


HOLYOKE WATER POWER COMPANY 
Holyoke, Massachusetts 


(70-6465) 


ORDER AUTHORIZING INCREASE IN AMOUNTS 
OF SHORT-TERM BORROWING AUTHORIZA- 
TIONS 


Northeast Utilities (“NU”), a registered holding 
company, and five of its wholly-owned subsidiary 
companies, The Connecticut Light & Power Com- 
pany (“CL&P”) The Hartford Electric Light Com- 
pany (“HELCO”), Western Massachusetts Electric 
Company (‘‘“WMECO”), Holyoke Water Power 
Company (“HWP”) and Northeast Nuclear Energy 
Company (‘‘NNECO”), have filed post-effective 
amendments to an application-declaration pre- 
viously filed with this Commission pursuant to 
Sections 6,7 and 12(b) of the Public Utility Holding 
Company Act of 1935 (“Act”), and Rules 45 and 
50 promulgated thereunder regarding the pro- 
posed transaction. 


By orders dated July 1, 1980 (HCAR No. 21647) 
and August 21, 1980 (HCAR No. 21684) in this 
matter the applicants-declarants were authorized 
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to issue notes to banks and, with the exception of 
HWP and NNECO, commercial paper to a dealer 
in commercial paper from time to time through 
June 30, 1981. In addition, CL&P, HELCO and 
WEMCO were authorized to enter into a multibank 
revolving credit and term loan agreement under 
the terms of which the three companies can bor- 
row up to an aggregate of $140,000,000. The 
aggregate amount of all such notes at any time 
outstanding, whether issued to banks (“Bank 
Notes’’) or to a dealer in commercial paper 
(“Commercial Paper’) or to banks under the re- 
volving credit/term loan agreement (“Revolving 
Credit/Term Notes’) may not exceed $55,000,000 
in the case of NU, $185,000,000 in the case of 
CL&P, $100,000,000 in the case of HELCO, 
$55,000,000 in the case of WMECO, $8,000,000 
in the case of HWP and $30,000,000 in the case of 
NNECO. 


It is now proposed that the maximum borrowing 
limits of CL&P and NNECO be changed to 
$210,000,000 and $40,000,000, respectively. It is 
stated that CL&P and NNECO will have to rely 
more heavily on short-term financing than pre- 
viously anticipated because, during 1980, particu- 
larly in the second half of the year, the nuclear 
generating units owned by the Northeast Utilities 
System companies, or in which they have owner- 
ship interests, have been out of operation for re- 
fueling, modifications and repairs for longer 
periods than had been anticipated. As a result, the 
System companies have experienced unbudgeted 
increases in fossil fuel, purchased power and ex- 
change power expenses. The retail rates for CL&P 
and HELCO include a Generation Utilization Ad- 
justment Clause (“GUAC”’) under which CL&P and 
HELCO receive revenues from, or return revenues 
to, customers based on nuclear performance dur- 
ing the twelve-month period ending July 31 in each 
year. Low nuclear performance in the current 
GUAC year through October, 1980 has led to a 
$15,500,000 balance which would be payable to 
CL&P and HELCO beginning August 1, 1980 by 
customers if nuclear performance is at the 70% 
capacity factor between November 1, 1980 and 
July 31, 1980. Until cost recovery begins through 
GUAC, CL&P and HELCO finance expenses as- 
sociated with below-par nuclear performance 
through short-term debt; the operating and 
maintenance expenses associated with repairs 
and improvements are financed by short-term debt 
by NNECO. 
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It is stated that no special or separable fees, 
commissions or expenses will be incurred in con- 
nection with the proposed transaction. No state or 
federal regulatory authority, other than its Com- 
mission, has jurisdiction over the proposed trans- 
action. 


Due notice of the filing of said post-effective 
amendments to said application-declaration has 
been given in the manner prescribed in Rule 23 
promulgated under the Act (HCAR No. 21880), 
and no hearing has been requested of or ordered 
by the Commission. Upon the basis of the facts in 
the record, it is hereby found that the applicable 
standards of the Act and the rules thereunder are 
satisfied and that no adverse findings are neces- 
sary; and that it is appropriate in the public interest 
and in the interest of investors and consumers that 
said appiication-declaration, as amended, be 
granted and permitted to become effective: 


IT IS ORDERED, pursuant to the applicable provi- 
sions of the Act and rules thereunder, that said 
application-declaration, as amended, be, and it 
hereby is, granted and permitted to become effec- 
tive forthwith, subject to the terms and conditions 
prescribed in Rule 24 promulgated under the Act, 
except that the time for filing the certification 
thereunder with respect to the proposed transac- 
tions is extended so as to allow filing on a quar- 
terly basis. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 
1935 

Release No. 21906/February 4, 1981 

In the Matter of 


ALABAMA POWER COMPANY 
Birmingham, Alabama 


(70-6472) 
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SUPPLEMENTAL ORDER AUTHORIZING PUB- 
LIC UTILITY COMPANY TO ISSUE PREFERRED 
STOCK PURSUANT TO A NEGOTIATED PUBLIC 
OFFERING; RESERVATION OF JURISDICTION 
WITH RESPECT TO TERMS, CONDITIONS AND 
FEES. 


Alabama Power Company (““Alabama’’), an electric 
utility subsidiary of The Southern Company, a 
registered holding company, has filed a post- 
effective amendment to an application previously 
filed with this Commission pursuant to Section 6(b) 
of the Public Utility Holding Company Act of 1935 
(“Act”) and Rule 50 promulgated thereunder re- 
garding the proposed transaction. 


By memorandum opinion and order dated Sep- 
tember 10, 1980 (HCAR No. 21711) in this matter 
Alabama was authorized to issue and sell at com- 
petitive bidding up to $300,000,000 principal 
amount of its first mortgage bonds and up to 
$100,000,000 aggregate stated value of its pre- 
ferred stock, each to be issued in one or more 
series from time to time through February 28, 
1981. Jurisdiction was reserved with respect to 
any post-effective amendment filed by Alabama for 
an exception from the competitive bidding re- 
quirements of Rule 50. Pursuant to the authoriza- 
tion granted in that order of September 10, 1980 
Alabama issued and sold $150,000,000 principal 
amount of first mortgage bonds on September 24, 
1980. 


Alabama has now filed a post-effective amend- 
ment seeking an exception from Rule 50 for the up 
to $100,000,000 aggregate stated value of the 
preferred stock the issuance and sale of which 
was authorized on September 10, 1980. 


The rate litigation and related difficulties reviewed 
in the memorandum opinion (HCAR No. 21711), 
particularly their effect on the coverage require- 
ments for the issuance of new senior securities, 
has precluded Alabama from selling any preferred 
stock since December 1977, and led to a large ac- 
cumulation of a floating rate bank debt. Unpre- 
cedentedly high interest rates on this debt proved 
to be a continuing obstacle to meeting preferred 
stock coverage tests. 


Alabama expects that the progress made in the 
refinancing previously authorized will permit it to 
issue a significant amount of preferred stock about 
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February 20, 1981, although the exact amount will 
depend on the dividend rate required on the date 
of issue for that preferred stock and concurrent 
interest rate levels on the balance of its short-term 
debt. Budgeted cash requirements on February 27 
will increase expenses again and sharply reduce 
or eliminate the ability to meet preferred stock 
coverage requirements. 


Alabama states that these severe time restrictions 
preclude compliance with the competitive bidding 
process prescribed by Rule 50. It believes the 
preferred stock can be marketed, within the time 
available, through an underwritten public offering if 
it is authorized to fix the terms by negotiation with 
the underwriter. 


A statement of the fees, commissions and ex- 
penses to be incurred in connection with the pro- 
posed transaction will be filed by further post- 
effective amendment. The proposed transaction 
has been authorized by the Alabama Public Serv- 
ice Commission. It is stated that no other state or 
federal regulatory authority, other than this Com- 
mission has jurisdiction over the proposed trans- 
action. 


Upon the facts in the record, it is hereby found that 
the applicable standards of the Act and the rules 
thereunder are satisfied and that no adverse find- 
ings are necessary; and that it is appropriate in the 
public interest and in the interest of investors and 
consumers that said application, as amended, be 
granted effective: 


IT |S ORDERED, pursuant to the applicable provi- 
sions of the Act and rules thereunder, that said 
application, as amended, be, and it hereby is, 
granted effective forthwith, subject to the terms 
and conditions prescribed in Rule 24 promulgated 
under the Act: 


IT IS FURTHER ORDERED, that jurisdiction be, 
and it hereby is, reserved with respect to the terms 
and conditions of the preferred stock and with re- 
spect to the fees, commissions and expenses to 
be incurred by Alabama in connection with the 
proposed issuance and sale of preferred stock. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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PUBLIC UTILITY HOLDING COMPANY ACT OF 
1935 
Release No. 21907/February 5, 1981 


In the Matter of 


WEST TEXAS UTILITIES COMPANY 
301 Cypress 
Abilene, Texas 79604 


(70-6542) 


NOTICE OF PROPOSAL BY OPERATING UTIL- 
ITY SUBSIDIARY TO ISSUE AND SELL PRE- 
FERRED STOCK ON A PRIVATE PLACEMENT 
BASIS AND EXCEPTION FROM COMPETITIVE 
BIDDING 


NOTICE IS HEREBY GIVEN that West Texas 
Utilities Company (“West Texas’), an electric util- 
ity subsidiary of Central and South West Corpora- 
tion, Inc., a registered holding company, has filed 
an application-declaration and an amendment 
thereto pursuant to the Public Utility Holding Com- 
pany Act of 1935 (“Act”) designating Sections 6,7 
and Rule 50(a)(5) of the Act as applicable to the 
proposed transactions. All interested persons are 
referred to the application-declaration, which is 
summarized below, for a complete statement of 
the proposed transactions. 


West Texas proposes to issue and sell up to 
150,000 shares of its __%, cumulative $100 par 
preferred stock (“Preferred Stock’) no later than 
June 30, 1981. The proceeds to be derived by 
West Texas from the sale of the Preferred Stock 
will be used by West Texas to repay short-term 
borrowings incurred or expected to be incurred to 
finance construction expenditures. Approximately 
$15,000,000 of short-term borrowings are ex- 
pected to be outstanding as of March 1981. Esti- 
mated construction expenses (inclusive of allow- 
ance for funds used during construction) of the 
company for 1981 and 1982 are $50,200,000 and 
$47,000,000, respectively. West Texas will need to 
sell additional securities during 1981 and 1982 to 
finance portions of this construction program. The 
amount, type and timing of such additional security 
sales will be the subject of future filings with the 
Commission. 


West Texas requests an exception from the com- 
petitive bidding requirements of Rule 50 under the 
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Act for the issuance and sale of the Preferred 
Stock to permit it to select one or more investment 
banking firms with which to negotiate the terms 
and conditions of a private placement with institu- 
tional investors. West Texas has provided statisti- 
cal data covering twelve issues of utility preferred 
stocks sold between November 16, 1980 and 
January 16, 1981 of which five were previously 
placed and seven were sold in public offerings. On 
the basis of such data, West Texas believes that 
there is a market differential which would save an 
approximate 200 basis points by the private 
placement of the Preferred Stock. West Texas’ last 
public preferred sotck issuance occurred in 1954. 
While its preferred stock is not rated, management 
believes the Preferred Stock would be deserving 
of a “AA” rating. Furthermore, as of December 31, 
1980 West Texas preferred stock earnings cover- 
age was 2.67 times. West Texas believes the 
Preferred Stock would be attractive to institutional 
investors who place a premium on quality. Of 
course, in the event market conditions change and 
in the opinion of management, competitive bidding 
would be more advantageous, West Texas would 
competitively bid the Preferred Stock. 


All terms and conditions of the Preferred Stock in- 
cluding the sinking fund, the redemption price, and 
the price to be paid to West Texas will be deter- 
mined by the negotiations. It is expected that all 
such terms and conditions agreed upon will be 
consistent with the Commission’s Statement of 
Policy Regarding Preferred Stock (HCAR 
No. 13105, February 16, 1956). All terms, condi- 
tions, expenses and fees associated with the 
negotiations will be filed by amendment with the 
Commission. 


It is stated that no state or federal regulatory au- 
thority, other than this Commission, has jurisdic- 
tion over the proposed transaction. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than February 27, 1981, re- 
quest in writing that a hearing be held on such 
matter, stating the nature of his interest, the rea- 
sons for such request, and the issues of fact or law 
raised by the filing which he desires to controvert; 
or he may request that he be notified if the Com- 
mission should order a hearing thereon. Any such 
request should be addressed: Secretary, Securi- 
ties and Exchange Commission, Washington, D.C. 
20549. A copy of such request should be served 
personally or by mail upon the applicant-declarant 
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at the above-stated address, and proof of service 
by affidavit or, in case of an attorney at law, by 
certificate) should be filed with the request. At any 
time after said date the application-declaration, as 
amended or as it may be further amended, may be 
granted and permitted to become effective as pro- 
vided in Rule 23 of the General Rules and Regu- 
lations promulgated under the Act, or the Commis- 
sion may grant exemption from such rules as pro- 
vided Rules 20(a) and 100 thereof or take such 
other action as it may deem appropriate. Persons 
who request a hearing or advice as to whether a 
hearing is ordered will receive any notices or or- 
ders issued in this matter, including the date of the 
hearing (if ordered) and any postponements 
thereof. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 
1935 
Release No. 21908/February 5, 1981 


In the Matter of 


ARKANSAS POWER & LIGHT COMPANY 
First National Building 
Little Rock, Arkansas 


(70-6531) 


SUPPLEMENTAL ORDER APPROVING TERMS 
OF POLLUTION CONTROL REVENUE BONDS 


By an order dated January 23, 1981 in this matter 
(HCAR No. 21896) Arkansas Power & Light Com- 
pany (“AP&L’”), a public utility subsidiary of Middle 
South Utilities, Inc., a registered holding company, 
was authorized to enter into arrangements with In- 
dependence County, Arkansas (‘County’) to fi- 
nance the construction of certain pollution control 
facilities (‘Facilities’) at AP&L’s Independence 
Steam Electric Generating Station presently under 
construction near Newark in Independence 
County. 
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The agreements between AP&L and the County 
provide that AP&L will convey to the County such 
portions of the Facilities as have already been 
constructed or acquired by AP&L. The County will 
undertake to complete construction of the 
Facilities which will be financed by the County 
through the sale of its pollution control revenue 
bonds and industrial development revenue bonds. 
The County will sell the Facilities to AP&L which 
will pay the purchase price in a series of semi- 
annual installment payments over a term of years. 
Such payments will be sufficient, together with 
certain other funds, to pay the principal of the 
bonds as the same become due and payable. 


AP&L has now filed a post-effective amendment 
setting forth the terms negotiated for the sale of 
the bonds and seeking approval of such terms. 
The County will issue $40,000,000 principal 
amount of pollution control revenue bonds and 
$1,000,000 principal amounts of industrial de- 
velopment revenue bonds. Each series of bonds 
will bear interest at a rate of 9%%, and the price to 
be paid by a group of underwriters represented by 
Merril Lynch, Pierce, Fenner & Smith, Inc., Kidder, 
Peabody & Co., Inc. and Stephens Inc. to the 
County will be 98.15% of their respective principal 
amounts. The effective cost of each series will be 
approximately 9.9787%. Both series of bonds will 
be offered to the public at 100% of their respective 
principal amounts, and will mature on February 1, 
1984. 


Upon the basis of the facts in the record, it is 
hereby found that the applicable standards of the 
Act and the rules thereunder are satisfied and that 
no adverse findings are necessary; and that it is 
appropriate in the public interest and in the interest 
of investors and consumers that said application- 
declaration, as amended, be granted and per- 
mitted to become effective: 


IT iS ORDERED, pursuant to the applicable provi- 
sions of the Act and rules thereunder, that said 
application-declaration, as amended, be, and it 
hereby is, granted and permitted to become effec- 
tive forthwith, subject to the terms and conditions 
prescribed in Rule 24 promulgated under the Act. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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INVESTMENT COMPANY ACT OF 1940 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11592/January 30, 1981 


In the Matter of 


KREDIETBANK N.V. 

and 
KREDIETBANK NORTH 
AMERICAN FINANCE CORP. 
c/o James G. Johnson, Jr., Esq. 
Cleary, Gottlieb, Steen & Hamilton 
1 State Street Plaza 
New York, New York 10004 


(812-4759) 


ORDER PURSUANT TO SECTION 6(c) OF THE 
ACT EXEMPTING APPLICANTS FROM ALL 
PROVISIONS OF THE ACT. 


On December 31, 1980, a notice was issued (In- 
vestment Company Act Release No. 11524) of the 
filing of an application by Kredietbank N.V. (‘“Kre- 
dietbank’’), a commercial bank located in Brussels, 
Belgium, and Kredietbank North American Finance 
Corp. (“KB Finance’), a wholly-owned, Delaware 
subsidiary of Kredietbank (KB Finance, together 
with Kredietbank, the ‘‘Applicants’’), on Oc- 
tober 31, 1980, and an amendment thereto on De- 
cember 15, 1980, for an order of the Commission, 
pursuant to Section 6(c) of the Investment Com- 
pany Act of 1940 (‘Act’), exempting the Appli- 
cants from all provisions of the Act. 


The notice gave interested persons an opportunity 
to request a hearing, and stated that an order dis- 
posing of the application would be issued as of 
course unless a hearing should be ordered. No re- 
quest for a nearing has been filed, and the Com- 
mission has not ordered a hearing. 


The matter as been considered, and it is found 
that granting of the requested exemption is appro- 
priate in the public interest and consistent with the 
protection of investors and the purposes fairly in- 
tended by the policy and provisions of the Act. Ac- 
cordingly, 
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IT IS ORDERED, pursuant to Section 6(c) of the 
Act, that the application for exemption from all pro- 
visions of the Act be, and hereby is, granted, ef- 
fective forthwith, subject to the condition that the 
Applicants comply with the following undertakings 
to which the Applicants have consented: 


(1) That the Applicants will ensure that each 
commercial paper dealer through whom its com- 
mercial paper (the “Notes’’) will be offered for sale 
will provide offerees, prior to any sale of Notes to 
such offerees, with a memorandum, updated as 
necessary, which describes the business of Kre- 
dietbank, KB Finance, and KB Business Credit, 
Inc., and which contains the most recent publicly 
available audited fiscal year-end balance sheet 
and income statement of Kredietbank. This memo- 
randum will be accompanied by a description of 
any material differences between Belgian ac- 
counting principles applicable to Kredietbank and 
generally accepted accounting principles appli- 
cable to United States banks. Such memoranda 
will be at least as comprehensive as those cus- 
tomarily used in offering commercial paper in the 
United States, and they will be updated as 
promptly as practicable to reflect material changes 
in the business or financial condition of the Appli- 
cants. 


(2) That in connection with any future offering of 
debt securities the Applicants will distribute to of- 
ferees, prior to any sale of the securities being of- 
fered, disclosure documents at least as com- 
prehensive as the dealer's memorandum referred 
to above, except that such undertaking shall not 
apply in connection with deposit taking or other 
banking activities of Kredietbank’s New York 
branch or such other branches or agencies as it 
may establish in the United States under the reg- 
ulation and supervision of federal or state banking 
authorities. In no event will such disclosure docu- 
ments be less comprehensive than is customary 
for United States offerings of similar debt securi- 
ties. Any future offerings of securities of the Appli- 
cants which are subject to the registration re- 
quirements of the Securities Act of 1933 (“1933 
Act’) will be made pursuant to offering documents 
which comply with the requirements of the 1933 
Act. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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INVESTMENT COMPANY ACT OF 1940 
Release No. 11593/January 30, 1981 


In the Matter of 


NEW YORK VENTURE FUND, INC. 

VENTURE INCOME PLUS, INC. 
and 

VENTURE ADVISERS, INC. 

231 Washington Avenue 

Suite No. 2 

Santa Fe, New Mexico 87501 


(812-4529) 


NOTICE OF FILING OF APPLICATION FOR AN 
ORDER PURSUANT TO SECTION 11(a) OF THE 
ACT PERMITTING OFFERS OF EXCHANGE AND 
PURSUANT TO SECTION 6(c) OF THE ACT 
GRANTING EXEMPTION FROM SECTION 22(d) 
OF THE ACT 


NOTICE IS HEREBY GIVEN that New York Ven- 
ture Fund, Inc. (‘Fund’), Venture Income Plus, 
Inc. (“Income’’), both of which are registered under 
the Investment Company Act of 1940 (‘Act’) as 
open-end, diversified, management investment 
companies, and Venture Advisers, Inc. (‘‘Advis- 
ers’), investment adviser and principal underwriter 
for Fund and Income (Fund, Income and Advisers 
are hereinafter collectively referred to as “Appli- 
cants’’), filed an application on September 4, 1979, 
and an amendment thereto on November 10, 
1980, for an order of the Commission (1) pursuant 
to Section 11(a) of the Act, permitting Fund and 
Income to offer their shares in exchange for shares 
of Money Shares, Inc. (‘‘Money Shares’), a 
“money market” fund registered under the Act as 
an open-end, diversified, management investment 
company, and shares of other selected money 
market funds, on a basis other than their relative 
net asset values per share at the time of the ex- 
change, and (2) pursuant to Section 6(c) of the 
Act, exempting Applicants from the provisions of 
Section 22(d) of the Act to the extent necessary to 
permit the proposed offers of exchange. All in- 
terested persons are referred to the application on 
file with the Commission for a statement of the 
representations contained therein which are sum- 
marized below. 


The application states that, prior to November 
1979, Calvin Bullock, Ltd., was the Fund’s princi- 
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pal underwriter and that, since that time, Advisers 
has been the Fund’s principal underwriter. The 
application states that Income was organized as a 
companion to Fund and that its shares became 
effectively registered under the Securities Act of 
1933 on May 29, 1980. Applicants state that Fund 
and Income maintain a continuous public offering 
of their shares at their respective net asset values 
per share, and impose identical sales loads on 
such purchases. Applicants further state that no 
sales load is charged on the reinvestment of divi- 
dends or distributions on the shares of Fund and 
Income. Applicants state that shares of Fund and 
Income may be exchanged for each other at their 
relative net asset values subject to a $5 service 
charge payable to Adviser. 


According to the application, Fund’s shareholders 
presently have an exchange privilege for shares 
of Money Shares under which Fund’s shares of 
Money Shares so received plus any shares of 
Money Shares received as dividends or distribu- 
tions on those shares may be reexchanged at the 
relative net asset values for shares of Fund, sub- 
ject to a $5.00 service charge. The application re- 
quests that (1) the above exchange privilege be 
permitted to continue, (2) a similar exchange 
privilege be permitted between Income and Money 
Shares, and (3) similar exchange privileges be 
permitted with other selected money market funds. 


Applicants state that any other money market fund 
that may become involved in the proposed offers 
of exchange (a ‘Selected Money Market Fund’) 
must, like Money Shares: (1) be selected by 
Fund’s or Income’s board of directors; (2) be an 
open-end, diversified, management investment 
company registered under the Act; (3) not impose 
any charge on the redemption of its shares; (4) 
agree to the maintenance of records which indi- 
cate, as to any shareholder who has acquired 
shares as a result of an exchange of Fund or In- 
come shares, the number of shares so acquired 
plus any shares acquired as a result of reinvest- 
ment of dividends or distributions on those shares, 
separate and apart from any records showing 
other of its shares acquired in any other manner 
by any such shareholder; and (5) invests entirely 
or primarily in short-term, money market instru- 
ments. 


Applicants propose to permit a shareholder of a 
Selected Money Market Fund who acquired his 
shares through an exchange for shares of Fund or 
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Income to reexchange such shares plus any 
shares received as a result of the reinvestment of 
any dividend or distribution on those shares (“Ex- 
change Shares’), but not any other shares of the 
Selected Money Market Fund, for shares of the 
Fund or Income (whichever was originally ex- 
changed) without the imposition of the sales 
charge described in the respective prospectuses 
but subject to a $5 service charge. Applicants 
state that this exchange privilege would not be 
available if the proceeds from the redemption of 
Exchange Shares are paid directly to the investor 
or, at his direction, to any person other than the 
Fund or Income. Applicants also state that the 
Fund and Income reserve the right to establish a 
limit on the number of exchanges which an inves- 
tor may make within a specific period of time, but 
that limit will be not fewer than four per year. 


Section 11(a) of the Act provides, in part, that it 
shall be unlawful for any registered open-end 
company or any principal underwriter for such a 
company to make or cause to be made an offer to 
the holder of a security of such company or any 
other open-end investment company to exchange 
his security in such company or another such 
company on any basis other than the relative net 
asset values of the respective securities to be ex- 
changed, unless the terms of the offer have first 
been submitted to and approved by the Commis- 
sion. Section 22(d) of the Act provides, in pertinent 
part, that no registered investment company or 
principal underwriter therefor shall sell any re- 
deemable security issued by such company to any 
person except at a current offering price described 
in the prospectus. 


Section 6(c) of the Act provides, in part, that the 
Commission by order upon application, may con- 
ditionally or unconditionally exempt any person, 
security or transaction, or any class or classes of 
persons, securities or transactions, from any pro- 
visions of the Act and the rules thereunder, if and 
to the extent such exemption is necessary or ap- 
propriate in the public interest and consistent with 
the protection of investors and the purposes fairly 
intended by the policy and provisions of the Act. 


Applicants state that the proposed exchange offers 
might violate Section 11(a) of the Act in that the 
exchanges would be on a basis other than the rel- 
ative net assei values of the shares in view of the 
$5.00 service charge, and that the exercise of the 
requested exchange privileges might violate Sec- 
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tion 22(d) of the Act since an investor would be 
able to purchase shares of Fund or Income without 
payment of the customary sales charge described 
in their respective prospectuses. 


Applicants submit that it would be unfair to existing 
investors in the Fund who have purchased Fund 
shares in reliance on the existing exchange 
privilege with Money Shares to deprive them of 
such an exchange privilege. It is further submitted 
that Income shareholders should have available to 
them the same exchange privileges as sharehold- 
ers of Fund. Applicants also submit that the exten- 
sion of the exchange privileges to shares of 
Selected Money Market Funds in addition to 
Money Shares would benefit shareholders of Fund 
and Income in that they would be permitted to 
make broader choices in the money market funds 
available to them for this purpose. Applicants state 
that the reservation of the right to limit the ex- 
changes made by an investor in the specific period 
would enable the Fund and Income to prevent any 
abuse of the exchange privilege which might have 
adverse effects on Fund or Income. Applicants 
further state that because any investor eligible for 
the exchange privileges will have been an investor 
in Fund or Income, he will have paid a sales 
charge on the acquisition of his shares and that no 
additional sales effort will be required in connec- 
tion with the reacquisition of such shares and 
therefore, no additional sales charge should be 
imposed in connection with the reacquisition. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than February 24, 1981, at 
5:30 p.m., submit to the Commission in writing a 
request for a hearing on the application accom- 
panied by a statement as to the nature of his inter- 
est, the reason for such request, and the issues, if 
any, of fact or law proposed to be controverted, or 
he may request that he be notified if the Commis- 
sion shall order a hearing thereon. Any such com- 
munication should be addressed: Secretary, Secu- 
rities and Exchange Commission, Washing- 
ton, D.C. 20549. A copy of such request shall be 
served personally or by mail upon Applicants at 
the address stated above. Proof of such service 
(by affidavit or, in the case of an attorney-at-law, 
by certificate) shall be filed contemporaneously 
with the request. As provided by Rule 0-5 of the 
Rules and Regulations promulgated under the Act, 
an order disposing of the application will be issued 
as of course following said date unless the Com- 
mission thereafter orders a hearing upon request 
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or upon the Commission’s own motion. Persons 
who request a hearing, or advice as to whether a 
hearing is ordered, will receive any notices and or- 
ders issued in this matter, including the date of the 
hearing (if ordered) and any postponements 
thereof. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11594/January 30, 1981 


In the Matter of 


NATIONWIDE LIFE INSURANCE COMPANY 
and 

NATIONWIDE VARIABLE ACCOUNT 

One Nationwide Plaza 

Columbus, Ohio 43216 


(812-4702) 


ORDER PURSUANT TO SECTION 6(c) OF THE 
ACT GRANTING EXEMPTIONS FROM SEC- 
TIONS 2(a)(32), 2(a)(35), 22(c), 26(a), 
26(a)(2)(C), 27(c)(1), 27(c)(2), and 27(d) OF THE 
ACT AND RULE 22c-1 THEREUNDER AND 
PURSUANT TO SECTION 11 OF THE ACT AP- 
PROVING CERTAIN OFFERS OF EXCHANGE 


Nationwide Life Insurance Company, ‘a stock life 
insurance company organized under ‘the laws of 
the State of Ohio, and its Nationwide Variable Ac- 
count, registered under the Investment Company 
Act of 1940 (the “Act’) as a unit investment trust, 
field an application on July 18, 1980, and an 
amendment thereto on December 22, 1980, pur- 
suant to Section 11 of the Act for an «order of the 
Commission approving certain offers of exchange, 
and pursuant to Section 6(c) of the Act, for an 
order granting exemptions from Sectioins 2(a)(32), 
2(a)(35), 22(c), 26(a), 26(a)(2)(C), 27(c)(1), 
27(c)(2), 27(d), and Rule 22c-1 of the Act, insofar 
as such exemptions are necessary tc) permit the 
transactions described therein. 
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On January 9, 1981, a notice was issued (Invest- 
ment Company Act Release No. 11544) of the fil- 
ing of the application. The notice gave interested 
persons an opportunity to request a hearing and 
stated that an order disposing of the application 
would be issued as of course unless a hearing 
should be ordered. No hearing has been re- 
quested and the Commission has not ordered a 
hearing. 


The matter has been considered and it is found 
that the granting of the application is appropriate in 
the public interest and consistent with the protec- 
tion of investors and the purposes fairly intended 
by the policy and provisions of the Act. Accord- 
ingly, 


IT IS ORDERED, pursuant to Section 6(c) of the 
Act, that the requested exemptions from Sections 
2(a)(32), 2(a)(35), 22(c), 26(a), 26(a)(2)(C), 
27(c)(1), 27(c)(2), and 27(d) of the Act and Rule 
22c-1 thereunder be, and hereby are, granted,and 
pursuant to Section 11 of the Act that the pro- 
posed offers of exchange be, and hereby are, ap- 
proved, effective forthwith. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11595/January 30, 1981 


In the Matter of 


USAA MUTUAL FUND, INC. 

USAA CAPITAL GROWTH FUND, INC. 
USAA INCOME FUND, INC. 

9800 Fredericksburg Road 

San Antonio, Texas 78288 


(812-4772) 


ORDER PURSUANT TO SECTION 17(b) OF THE 
ACT EXEMPTING APPLICANTS FROM SECTION 
17(a) OF THE ACT AND PURSUANT TO SEC- 
TION 6(c) OF THE ACT EXEMPTING APPLI- 
CANTS FROM SECTION 2(a)(41) OF THE ACT 
AND RULES 2a-4 AND 22c-1 THEREUNDER 
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USAA Mutual Fund, Inc. (‘Successor’), USAA 
Capital Growth Fund, !nc. (Growth’) and USAA In- 
come Fund, Inc. (‘“‘Income’” collectively with Suc- 
cessor and Growth, ‘“Applicants’”), each registered 
as a diversified, open-end, management invest- 
ment company under the Investment Company Act 
of 1940 (‘Act’), filed an application on November 
26, 1980, and an amendment thereto on January 
5, 1981, for an order of the Commission (1) pur- 
suant to Section 17(b) of the Act exempting Appli- 
cants from the provisions of Section 17(a) of the 
Act to permit Growth and Income to effect a reor- 
ganization and (2) pursuant to Section 6(c) of the 
Act exempting Successor from the provisions of 
Section 2(a)(41) of the Act and rules 2a-4 and 
22c-1 thereunder to the extent necessary to per- 
mit Successor’s money market series to value its 
portfolio assets by use of the amortized cost 
method of valuation. 


On January 7, 1981, a notice was issued (Invest- 
ment Company Act Release No. 11541) of the fil- 
ing of the application. The notice gave interested 
persons an opportunity to request a hearing and 
stated that an order disposing of the application 
would be issued as of course unless a hearing 
should be ordered. No request for a hearing has 
been filed, and the Commission has not ordered a 
hearing. 


The matter has been considered, and it is found, 
on the basis of the information stated in the appli- 
cation, that the terms of the proposed transactions 
are fair and reasonable and do not involve over- 
reaching on the part of any person concerned, and 
that the proposed transactions are consistent with 
the policies of Applicants and the general pur- 
poses of the Act. It is further found that the grant- 
ing of the requested order is appropriate in the 
public interest and consistent with the protection of 
investors and the purposes fairly intended by the 
policy and provisions of the Act. Accordingly, 


IT IS ORDERED, pursuant to Section 17(b) of the 
Act, that the proposed transactions be and hereby 
are exempted from the provisions of Section 17(a) 
of the Act; 


IT IS FURTHER ORDERED, pursuant to Section 
6(c) of the Act, that the requested exemption from 
the provisions of Section 2(a)(41) of the Act and 
Rules 2a-4 and 22c-1 thereunder, to the extent 
necessary to permit Successor’s money market 
series (“Money”), to value its assets by use of the 
amortized cost method of valuation, be and hereby 
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is granted, effective forthwith, subject to the fol- 
lowing conditions: 


(1) In supervising Money’s operations and de- 
legating special responsibilities involving man- 
agement of Money’s portfolio to Successor’s in- 
vestment adviser, Successor’s board of directors 
undertakes—as a particular responsibility within 
the overall duty of care owned to its 
shareholders—to establish procedures reasonably 
designed, taking into account current market con- 
ditions and Money’s investment objectives, to 
stabilize Money’s net asset value per share as 
computed for the purpose of distribution, redemp- 
tion and repurchase at $1.00 per share. 


(2) Included in the procedures to be adopted by 
the board of directors shall be the following: 


(a) Review by Successor’s board of di- 
rectors, as it deems appropriate and at 
such intervals as are reasonable in light 
of current market conditions, to deter- 
mine the extent of deviation, if any, of 
the net asset value per share of Money 
as determined by using available market 
quotations from the $1.00 amortized 
cost price per share, and maintenance 
of records of such review." 


(b) In the event such deviation from the 
$1.00 amortized cost price per share of 
Money exceeds 12 of 1 per cent, a re- 
quirement that the directors will 
promptly consider what action, if any, 
should be initiated. 


(c) Where Successor’s board of direc- 
tors believes the extent of any deviation 
from Money’s $1.00 amortized cost 
price per share may result in material 





1Successor states that to fulfill this condition, it 
intends to use actual quotations or estimates of 
market value reflecting current market conditions 
chosen by its board of directors in the exercise of 
its discretion to be appropriate indicators of value. 
In addition, Successor states that the quotations or 
estimates utilized may include, inter alia, (1) quo- 
tations or estimates of market value for individual 
portfolio instruments, or (2) values obtained from 
yield data relating to classes of money market in- 
struments published by reputable sources. 
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dilution or other unfair results to inves- 
tors or existing shareholders, it shall 
take such action as it deems appropri- 
ate to eliminate or to reduce to the ex- 
tent reasonably practicable such dilution 
or unfair results, which action may in- 
clude: redemption of shares in kind; the 
sale of portfolio instruments prior to 
maturity to realize capital gains or 
losses or to shorten Money’s average 
portfolio maturity; withholding dividends; 
or utilizing a net asset value per share 
as determined by using available market 
quotations. 


(3) Successor will cause Money to maintain a 
dollar-weighted average portfolio maturity appro- 
priate to its objective of maintaining a stable net 
asset value per share for Money; provided, how- 
ever, that Money will not (a) purchase any instru- 
ment with a remaining maturity of greater than one 
year, or (b) maintain a dollar-weighted average 
portfolio maturity in excess of 120 days.? 


(4) Successor will record, maintain and preserve 
permanently in an easily accessible place a written 
copy of the procedures (and any modifications 
thereto) described in condition 1 above, and Suc- 
cessor will record, maintain and preserve for a 
period of not less than six years (the first two years 
in an easily accessible place) a written record of 
directors’ considerations and actions taken in con- 
nection with the discharge of their responsibilities, 
as set forth above, to be included in the minutes of 
the directors’ meetings. The documents preserved 
pursuant to this condition shall be subject to in- 
spection by the Commission in accordance with 
Section 31(b) of the Act as though such docu- 
ments were records required to be maintained 
pursuant to rules adopted under Section 31(a) of 
the Act. 


(5) Successor will limit the portfolio investments of 
Money, including repurchase agreements, to those 





2In fulfilling this condition, if the disposition of a 
portfolio instrument results in a dollar-weighted 
average portfolio maturity in excess of 120 days, 
Money will invest its available cash in such a man- 
ner as to reduce its dollar-weighted average 
portfolio maturity to 120 days or less as soon as 
reasonably practicable. 
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United States dollar-denominated instruments 
which the directors determine present minimal 
credit risks and which are of high quality as deter- 
mined by any major rating service or, in the case 
of any instrument that is not rated, of comparable 
quality as determined by Successor’s directors. 


(6) Successor will include in each quarterly report, 
as an attachment to Form N-1Q, a statement as to 
whether any action pursuant to condition 2(c) was 
taken during the preceding fiscal quarter, and, if 
any action was taken, will describe the nature and 
circumstances of such action. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11596/January 30, 1981 


In the Matter of 


THE TAX FREE MONEY FUND, INC. 
605 Third Avenue 
New York, New York 10158 


(812-4789) 


NOTICE OF FILING OF AN APPLICATION PUR- 
SUANT TO SECTION 6(c) OF THE ACT FOR AN 
ORDER OF EXEMPTION FROM SECTION 
2(a)(41) OF THE ACT AND RULES 2a-4 AND 
22c-1 THEREUNDER 


NOTICE IS HEREBY GIVEN that The Tax Free 
Money Fund, Inc. (‘Applicant’), an open-end, di- 
versified management investment company reg- 
istered under the Investment Company Act of 1940 
(‘Act’), filed an application on December 23, 
1980, and an amendment thereto on January 21, 
1981, for an order of the Commission, pursuant to 
Section 6(c) of the Act, exempting Applicant from 
the provisions of Section 2(a)(41) of the Act and 
Rules 2a-4 and 22c-1 thereunder to the extent 
necessary to permit Applicant to calculate its net 
asset value per share using the amortized cost 
method of valuation. All interested persons are 
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referred to the application on file with the Commis- 
sion for a statement of the representations con- 
tained therein, which are summarized below. 


Applicant states that it registered under the Act on 
November 17, 1980, as an investment company 
designed to provide current income exempt from 
Federal income tax from a portfolio of high quality 
short-term municipal obligations selected for liq- 
uidity and stability of principal. The application 
also states that Preference Management Corp. will 
serve as the investment adviser to Applicant. A 
registration statement on Form N-1 under the Se- 
curities Act of 1933 covering shares of common 
stock of Applicant has been filed with the Commis- 
sion, but, as of the date the application was filed, 
had not yet become effective. Applicant's common 
shares will be offered for sale to the public at net 
asset value without a sales charge. 


Applicant represents that it will invest in a diver- 
sified portfolio of short-term municipal obligations 
whose interest payments are exempt from Federal 
income tax and in commitments to purchase such 
securities on a “when-issued” basis. These secu- 
rities are issued by states, cities, municipalities or 
municipal agencies and will include, for example, 
Tax Anticipation Notes, Revenue Anticipation 
Notes, Bond Anticipation Notes, Grant Anticipation 
Notes, Construction Loan Notes and Short-Term 
Discount Notes. Applicant may also invest in Proj- 
ect Notes, which are instruments sold through the 
U.S. Department of Housing and Urban Develop- 
ment but issued by a state or local housing 
agency. Applicant further states that the maturities 
of these instruments at the time of issue generally 
will range between three months and one year but 
Applicant may invest in municipal securities whose 
original maturities were in excess of one year if at 
the time of purchase the remaining time to maturity 
is less than one year. According to the application 
the dollar-weighted average maturity of Applicant's 
portfolio will at all times be 120 days or less. 


Applicant represents that its investments will be 
limited to those obligations which are secured by 
the full faith and credit of the United States or are 
rated MIG-1 or MIG-2 by Moody’s Investors 
Services Inc. (‘‘Moody’s’”), or if the notes are not 
rated then they are of a quality equivalent to 
MIG-1 or MIG-2 as determined by Applicant’s 
Board of Directors. In the case of Short-Term Dis- 
count Notes, Applicant states that the rating must 
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be A-1 by Standard & Poor’s Corporation (“S&P”) 
or Prime-1 by Moody’s or their equivalents as de- 
termined by Applicant’s Board of Directors. With 
respect to Short-Term Discount Notes that are not 
rated, Applicant states that it may invest only in 
instruments judged by its Board of Directors to 
have equivalent characteristics and quality as re- 
ferred to above. The Applicant may also purchase 
other types of tax-exempt instruments as long as 
they meet equivalent standards of quality pre- 
scribed above. 


Applicant further states that all of the above in- 
struments are generally offered on the basis of a 
quoted yield to maturity and the price of the secu- 
rity is adjusted so that relative to the stated rate of 
interest it will return the quoted rate to the pur- 
chaser. Applicant represents that it intends to de- 
clare its net income as a dividend to its sharehold- 
ers on a daily basis and distribute it monthly, and 
that net income for this purpose will consist of all 
interest income accrued and original issued dis- 
count earned on the portfolio assets of the Appli- 
cant, less premium amortized and expenses ac- 
crued. According to the application, if the Applicant 
values its securities on an amortized cost basis 
there will be no calculation for unrealized capital 
gains or losses and because it will pay dividends 
daily when gains are realized and reduce or sus- 
pend daily dividends when losses are realized, 
Applicant’s per share net asset value will remain at 
a constant $1.00. Applicant represents that the 
nature of the investments which it proposes to 
make have characteristics which are similar to 
those securities which are generally designated as 
“money market ” instruments. 


As here pertinent, Section 2(a)(41) of the Act de- 
fines value to mean: (1) with respect to securities 
for which market quotations are readily available, 
the market value of such securities, and (2) with 
respect to other securities and assets, fair value 
as determined in good faith by the board of direc- 
tors. Rule 22c-1 adopted under the Act provides, 
in part, that no registered investment company or 
principal underwriter therefor issuing any redeem- 
able security shall sell, redeem or repurchase any 
such security except at a price based on the cur- 
rent net asset value of such security which is next 
computed after receipt of a tender of such security 
for redemption or of an order to purchase or to sell 
such security. Rule 2a-4 adopted under the Act 
provides, as here relevant, that the “current net 
asset value” of a redeemable security issued by a 
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registered investment company used in computing 
its price for the purposes of distribution and redemp- 
tion shall be an amount which reflects calcula- 
tions made substantially in accordance with the 
provisions of that rule, with estimates used where 
necessary or appropriate. Rule 2a-4 further states 
that portfolio securities with respect to which mar- 
ket quotations are readily available shall be valued 
at current market value, and that other securities 
and assets shall be valued at fair value as deter- 
mined in good faith by the board of directors of the 
registered company. Prior to the filing of the appli- 
cation, the Commission expressed that portfolio 
instruments of “money market” funds be valued 
with reference to market factors, and (2) it would 
be inconsistent, generally, with the provisions of 
Rule 2a-4 for a “money market” fund to value its 
portfolio instruments on an amortized cost basis 
(Investment Company Act Release No. 9786, May 
31, 1977). In view of the foregoing, Applicant re- 
quests exemptions from Section 2(a)(41) of the 
Act and Rules 2a-4 and 22c-1 thereunder to the 
extent necessary to permit Applicant to value its 
portfolio by means of the amortized cost method of 
valuation (i.e., valuing securities at cost, adjusted 
for amortization of premium or accretion of dis- 
count). 


In support of the relief requested, Applicant states 
that sophisticated individual, professional and in- 
stitutional investors are expected to own shares 
representing a large portion of the Applicant’s total 
assets and that those shareholders, as well as in- 
vestors with similar circumstances, will represent 
the most important source of potential investments 
in the Applicant. In this regard, Applicant states 
that its management's experience has been that in 
order to attract such investors and retain them as 
shareholders, the Applicant must have a stable net 
asset value, preferably at $1.00 per share, and a 
constant and steady flow of investment income. 
Based upon the experience of its management in 
managing portfolios of municipal securities, Appli- 
cant further states that it anticipates that with re- 
spect to municipal securities maturing in 120 days 
or less, there normally will be a negligible discre- 
pancy between market value and the amortized 
cost value of such securities. On the basis of the 
foregoing, Applicant believes that the valuation of 
its portfolio securities on the amortized cost basis 
will benefit its shareholders by enabling Applicant 
to more effectively maintain its $1.00 price per 
share while providing shareholders with the op- 
portunity to receive a flow of investment income 
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less subject to fluctuation than under procedures 
whereby its daily dividend would be adjusted by all 
realized and unrealized gains and losses on its 
portfolio. 


Section 6(c) of the Act provides, in pertinent part, 
that the Commission, by order upon application, 
may conditionally or unconditionally exempt any 
person, security or transaction, or any class or 
classes of persons, securities or transactions, from 
any provision or provisions of the Act or any rule or 
regulation thereunder, if and to the extent that 
such exemption is necessary or appropriate in the 
public interest and consistent with the protection of 
investors and the purposes fairly intended by the 
policy and provisions of the Act. 


Applicant consents to the imposition of the follow- 
ing conditions in any order granting the exemptive 
relief it requests: 


1. In supervising Applicant's operations and de- 
legating special responsbibilities involving portoflio 
management to Applicant’s investment adviser, 
Applicant's board of directors undertakes—as a 
particular responsibility within the overall duty of 
care owed to its shareholders—to establish pro- 
cedures reasonably designed, taking into account 
current market conditions and Applicant's invest- 
ment objectives, to stabilize Applicant’s net asset 
value per share, as computed for the purposes of 
distribution, redemption and repurchase, at $1.00 
per share. 


2. Included within the procedures to be adopted by 
the board of directors shall be the following: 


(a) Review by the board of directors, as it deems 
appropriate and at such intervals as are reason- 
able in light of current market conditions, to deter- 
mine the extent of deviation, if any, of the net 
asset value per share as determined by using 
available market quotations from Applicant’s $1.00 
amortized cost price per share, and the mainte- 
nance of records of such review'; 





1 To fulfill this condition, Applicant intends to use 
actual quotations or estimates of market value re- 
flecting current market conditions chosen by the 
directors in the exercise of their discretion to be 
appropriate indicators of value which may include, 
inter alia, (1) quotations or estimates of market 
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(b) In the event such deviation from Applicant’s 
$1.00 amortized cost price per share exceeds ‘2 of 
1 percent, a requirement that the directors will 
promptly consider what action, if any, should be 
initiated. 


(c) Where the board of directors believes the ex- 
tent of any deviation from Applicant’s $1.00 amor- 
tized cost price per share may result in material 
dilution or other unfair results to investors or 
existing shareholders, it shall take such action as it 
deems appropriate to eliminate or to reduce to the 
extent reasonably practicable such dilution or un- 
fair results, which may include; redemption of 
shares in kind; selling portfolio instruments prior to 
maturity to realize capital gains or losses, or to 
shorten the average maturity of portfolio instru- 
ments of Applicant; withholding dividends; or 
utilizing a net asset value per share as determined 
by using market quotations. 


3. Applicant will maintain a dollar-weighted aver- 
age portfolio maturity appropriate to its objective of 
maintaining a stable net asset value per share; 
provided, however, that it will not (a) purchase any 
instrument with a remaining maturity of greater 
than one year, or (b) maintain a dollar-weighted 
average portfolio maturity in excess of 120 days?. 


4. Applicant will record, maintain, and preserve 
permanently in an easily accessible place a written 
copy of the procedures (and any modifications 
thereto) described in paragraph 1, above, and Ap- 
plicant will record, maintain and preserve for a 
period of not less than six years (the first two years 
in an easily accessible place) a written record of 
the directors’ consideration and actions taken in 
connection with the discharge of their respon- 
sibilities, as set forth above to be included in the 





value for individual portfolio instruments, or (2) 
values obtained from yield data relating to classes 
of municipal securities published by reputable 
sources. 


2In fulfilling this condition, if the disposition of a 
portfolio security results in a dollar-weighted aver- 
age portfolio maturity in excess of 120 days, Appli- 
cant will invest its available cash in such a manner 
as to reduce the dollar-weighted average portfolio 
maturity to 120 days or less as soon as reasonably 
practicable. 
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minutes of the directors’ meetings. The documents 
preserved pursuant to this condition shall be sub- 
ject to inspection by the Commission in accord- 
ance with Section 31(b) of the Act, as if such 
documents were records required to be main- 
tained pursuant to rules adopted under Section 
31(a) of the Act. 


5. Applicant will limits its portfolio investments, in- 
cluding repurchase agreements, to those United 
States dollar denominated instruments which the 
directors determine present minimal credit risks, 
and which are of “high quality” as determined by 
any major rating service or, in the case of any in- 
strument that is not rated, of comparable quality as 
determined by the directors. 


6. Applicant will include in each quarterly report, 
as an attachment to Form N-1Q, a statement as to 
whether any action pursuant to paragraph 2(c) 
above was taken during the preceding fiscal 
quarter and, if any such action was taken, will de- 
scribe the nature and circumstances of such ac- 
tion. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than February 23, 1981, at 
5:30 p.m., submit to the Commission in writing a 
request for a hearing on the application accom- 
panied by a statement as to the nature of his inter- 
est, the reason for such request, and the issues, if 
any, of fact or law proposed to be controverted, or 
he may request that he be notified if the Commis- 
sion shall order a hearing thereon. Any such com- 
munication should be addressed: Secretary, Secu- 
rities and Exchange Commission, Washington, 
D.C. 20549. A copy of such request shall be 
served personally or by mail upon Applicant at the 
address stated above. Proof of such service (by 
affidavit or, in the case of an attorney-at-law, by 
certificate) shall be filed contemporaneously with 
the request. As provided by Rule 0-5 of the Rules 
and Regulations promulgated under the Act, an 
order disposing of the application will be issued as 
of course following said date unless the Commis- 
sion thereafter orders a hearing upon request or 
upon the Commission’s own motion. Persons who 
request a hearing, or advice as to whether a 
hearing is ordered, will receive any notices and or- 
ders issued in this matter, including the date of the 
hearing (if ordered) and any postponements 
thereof. 
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For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11597/February 2, 1981 


In the Matter of 


THE O-W FUND, INC. 
800 Garrett Building 

233 East Redwood Street 
Baltimore, Maryland 21202 


(812-4742) 


NOTICE OF FILING OF APPLICATION FOR 
ORDER PURSUANT TO SECTION 6(c) OF THE 
ACT EXEMPTING APPLICANT FROM ALL PRO- 
VISIONS OF THE ACT. 


NOTICE IS HEREBY GIVEN that the O-W Fund, 
Inc. (“Applicant”), a Maryland corporation, filed an 
application on October 3, 1980, and an application 
on October 3, 1980, and an amendment thereto on 
November 28, 1980, for an order, pursuant to 
Section 6(c) of the Investment Company Act of 
1940 (‘Act’), exempting Applicant from all provi- 
sions of the Act. All interested persons are re- 
ferred to the application on file with the Commis- 
sion for a statement of the representations con- 
tained therein, which are summarized below. 


According to the application, Applicant was or- 
ganized in September, 1929, under the name The 
O-W Reality Company and was, until 1933, a dor- 
mant “shell” corporation. Applicant states that in 
1933 it changed its name to The National Brewing 
Co. and began operating a beer brewing business. 
Applicant further states that either directly or 
through wholly-owned subsidiaries it has, since 
1933, engaged in the manufacture and distribution 
of floor waxes, polishes, disinfectants, soap prod- 
ucts, olive oil, bitters, massage creams, and cer- 
tain frozen food products. Applicant also states 
that it is the owner of approximately 88.3% of the 
outstanding common stock of Bird Holding, Inc. 
(“Bird Holding’), a Maryland corporation, which 
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was formerly Baltimore Orioles, Inc. According to 
the application, Bird Holding, a holding company, 
owns approximately 80.2% of the outstanding 
common stock of Bird Fund, Inc. (“Bird Fund”), a 
Missouri corporation, which was formerly the Bal- 
timore Baseball Club, Inc., the corporation which 
operated the Baltimore Orioles professional 
baseball franchise prior to the sale of substantially 
all its operating assets to EBW, Inc., a Maryland 
corporation, in November, 1979. 


Applicant states that it operated the brewing busi- 
ness until October 31, 1975, when it sold substan- 
tially all its brewing assets to the Carling Brewing 
Company, a Virginia corporation, for cash and 
changed its name to The O-W Fund, Inc. Applicant 
further states that since October 31, 1975, its 
business operations have consisted of the invest- 
ment of its funds, the ownership of a controlling 
interest in Bird Holding, and the sale of the 
operating assets of its remaining manufacturing 
and distribution subsidiaries (the last sale of such 
assets occurring on or about April 26, 1976). Ac- 
cording to the application, Applicant utilizes two 
investment advisers, both of which are registered 
under the Investment Advisers Act of 1940. Appli- 
cant further states that investments recommended 
by these investment advisers are subject to review 
by a committee of the Board of Directors of Appli- 
cant and can be rejected or approved by that 
committee. 


According to the application, Applicant's corporate 
charter, as amended, authorizes the issuance of 
150,000 shares of common stock and a class of 
preferred stock. Applicant states that between the 
years 1933 through 1936 all but 300 shares of its 
common stock was issued and that the remaining 
300 shares of common stock were issued during 
the years 1943 and 1945. Applicant further states 
that of the original thirty-five subscribers of its 
common stock, sixteen were members of the 
Hoffberger family of Baltimore, three were mem- 
bers of the Krieger family of Baltimore, one was 
the Chairman of the Board of Applicant (Mr. 
Robert Ennis), and six were officers or employees 
of Applicant. The remaining nine subscribers, ac- 
cording to Applicant, were friends or business as- 
sociates of the Hoffberger family. The Applicant 
also states that of the 150,000 shares of its origi- 
nally issued common stock, 118,996 2/3 shares 
were issued to the Hoffberger family and 20,200 
shares were issued to the Krieger family and that 
as a percentage the Hoffberger and Krieger 
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families held 92.78% of the Applicant's originally 
issued common stock. 


Applicant states that its corporate charter, as 
amended, authorizes the issuance of 100,000 
shares of six percent cumulative non-voting pre- 
ferred stock. Applicant further states that in 1946 it 
issued 49,143 shares of its preferred stock in ex- 
change for all the issued and outstanding capital 
stock of a brewing company and that all such 
shares of preferred stock were redeemed by the 
Applicant in 1977. Applicant represents that no 
other shares of preferred stock have been issued 
by it. 


Applicant states that since the original issuance of 
its common stock, there has been no material 
change in either the number of shares of common 
stock of the Applicant owned by the respective 
classes of original subscribers or the percentage 
of issued and outstanding common stock issued to 
the members of each such class. Applicant repre- 
sents that as of April 30, 1980, 120,663 2/3 shares 
were held by members of the Krieger family. Ap- 
plicant further states that as a percentage of the 
number of shares of common stock outstanding, 
the Hoffberger (including family trusts) and Krieger 
families held 92.66% of the Applicant’s common 
stock. In addition, Applicant states that of its 149 
shareholders of record on April 30, 1980, 119 
shareholders were either members of the 
Hoffberger (including family trusts) or Krieger 
families. 


According to the application neither the common 
stock nor the preferred stock of the Applicant has 
been listed or traded on any securities exchange. 
Applicant states that from October 31, 1975, the 
date of the sale of the Applicant's brewing busi- 
ness to The Carling Brewing Company, 81 trans- 
actions in Applicant's common stock have been 
recorded in Applicant’s stock transfer record 
books. Applicant further states that of these trans- 
actions, 58 were transfers between members of the 
Hoffberger or Krieger families and three were 
stock redemptions by the Applicant. Finally, all of 
Applicant's officers and directors are members of 
the Hoffberger or Krieger families or members of 
the law firm which serves as counsel to Applicant. 


Section 6(c) of the Act provides, in part, that the 
Commission, by order upon application, may con- 
ditionally or unconditionally exempt any person, 
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security or transaction, or classes or persons, se- 
curities or transactions, from any provision or pro- 
visions of the Act or any rule or regulation there- 
under, if and to the extent that such exemption is 
necessary or appropriate in the public interest and 
consistent with the protection of investors and the 
purposes fairly intended by the policy and provi- 
sions of the Act. 


Without admitting or denying Applicant's status as 
an investment company under Section 3(a) of the 
Act, but for the sole purpose of resolving prospec- 
tively any questions concerning such status, Ap- 
plicant requests an order of the Commission 
exempting it from all provisions of the Act. Appli- 
cant states that the requested order should be 
granted since it is a family controlled, closely held 
private company. As stated previously, 119 of a 
total of 149 current shareholders of Applicant are 
members of either the Hoffberger (including family 
trusts) or Krieger families. Applicant notes that 
such family ownership has remained virtually un- 
changed since 1933. Applicant states that only as 
a result of the sale of its brewing assets in 1975 
did a question arise as to Applicant's status under 
the Act. Moreover, Applicant submits that as a re- 
sult of its status as a family controlled, closely held 
private company its stockholders do not need the 
protections afforded by the Act. Finally, Applicant 
states that it is not and never has been the type of 
organization that Congress intended be subject to 
regulation under the Act and that regulation of Ap- 
plicant under the Act would not provide significant 
benefits to the shareholders of Applicant. In this 
regard, Applicant argues that as an essentially pri- 
vate company it does not have the objectives, 
structure, or functions of a traditional investment 
company. 


Applicant states that any order granted by the 
Commission in response to this application may be 
subject to the following conditions: 


(1) That Applicant will not amend its charter to 
authorize more than 150,000 shares of its common 
stock or more than 100,000 shares of its preferred 
stock without first obtaining with respect to any 
such amendment an amended exemptive order 
from the Commission, or first registering with the 
Commission as an investment company. 
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(2) That, unless Applicant shall have first obtained 
an amended exemptive order from the Commis- 
sion in respect of its ceasing to do so, Applicant 
will continue to: 


(a) hold regular meetings of its share- 
holders on an annual basis for the pur- 
pose of electing directors and trans- 
acting such other business as may 
properly come before such meetings; 


(b) submit for shareholder ratification or 
approval at each annual meeting of 
shareholders the appointment of the in- 
dependent certified public accountants 
engaged by Applicant; 


(c) submit for shareholder approval or 
ratification at each annual meeting of 
shareholders the appointment of each 
investment adviser engaged by Appli- 
cant; and 


(d) furnish annually to the shareholders 
of Applicant audited financial state- 
ments of Applicant and a written report 
of Applicant's operations by the Presi- 
dent of Applicant substantially in the 
form that Applicant has submitted to 
shareholders in the past. 


(3) That, unless Applicant shall have first obtained 
an amended exemptive order from the Commis- 
sion in respect of its ceasing to do so, or first reg- 
istering with the Commission as an investment 
company, Applicant shall not knowingly make 
available to any broker or dealer registered under 
the Securities Exchange Act of 1934 (1934 Act’) 
any financial information concerning Applicant for 
the purpose of knowingly enabling such broker or 
dealer to initiate any regular trading market in the 
common stock or preferred stock of Applicant. 


(4) That, unless Applicant shall have first obtained 
an amended exemptive order from the Commis- 
sion in respect of its ceasing to do so, or first reg- 
istering with the Commission as an investment 
company, Applicant shall, on a semi-annual basis 
during the months of January and July of each 
year, notify the Commission in writing (the 
“Notice’) of all known transfers for consideration 
of Applicant’s common stock or preferred stock to 
persons or entities other than Hoffbergers, Krie- 
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gers, heirs of Robert Ennis, persons related by 
blood or marriage to Hoffbergers, Kriegers or 
Robert Ennis, or persons or entities who are or 
which are affiliated persons, as defined in Section 
2(a)(3) of the Act, or employees of such persons 
(a “Reporting Transfer’). The Notice shall be ad- 
dressed to the Division of Investment Manage- 
ment, Office of Investment Company Regulation, 
Securities and Exchange Commission, Washing- 
ton, D. C. With respect to each Reporting Transfer, 
the Notice shall set forth, to the extent known to 
Applicant, the names and addresses of the trans- 
feror and the transferee(s) and the number of 
shares of common stock or preferred stock so 
transferred. Applicant agrees each calendar year 
during the month of July to mail to each new, 
known transferee of its shares who acquired such 
shares since Applicant last mailed to its share- 
holders copies of its audited financial statement for 
its immediately preceding fiscal year other than 
Hoffbergers, Kriegers, heirs of Robert Ennis, per- 
sons related by blood or marriage to Hoffbergers, 
Kriegers or Robert Ennis, or persons or entities 
who are or which are affiliated persons, as defined 
in Section 2(a) (3) of the Act, or employees of such 
persons, or any broker or dealer registered under 
the 1934 Act, or to any nominee of any such 
broker or dealer in whose “street name” is regis- 
tered and shares of the Applicant's common stock 
or preferred stock, a letter advising such trans- 
feree of the availability of Applicant’s audited fi- 
nancial statements and a copy of Applicant’s 
President's report upon written request by the 
transferee. 


(5) That, unless Applicant shall have first obtained 
an amended exemptive order from the Commis- 
sion, or first registering with the Commission as an 
investment company, Applicant will not issue any 
of its preferred stock to any persons or entities 
other than Hoffbergers, Kriegers, heirs of Robert 
Ennis, or persons or entities who are or which are 
affiliated persons, as defined in Section 2(a)(3) of 
the Act, or employees of such persons. 


NOTICE IS FURTHER GIVEN that any interest 
person may, not later than February 27, 1981, at 
5:30 p.m., submit to the Commission in writing a 
request for a hearing on the application accom- 
panied by a statement as to the nature of his inter- 
est, the reasons for such request, and the issues, 
if any, of fact or law proposed to be controverted, 
or he may request that he be notified if the Com- 
mission shall order a hearing thereon. Any such 
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communication should be addressed: Secretary, 
Securities and Exchange Commission, Washing- 
ton, D. C. 20549. A copy of such request shall be 
served personally or by mail upon Applicant at the 
address stated above. Proof of such service (by af- 
fidavit or, in the case of an attorney-at-law, by cer- 
tificate) shall be filed contemporaneously with the 
request. As provided by Rule 0-5 of the Rules and 
Regulations promulgated under the Act, an order 
disposing of the application herein will be issued 
as of course following said date unless the Com- 
mission thereafter orders a hearing upon request 
or upon the Commission’s own motion. Persons 
who request a hearing, or advice as to whether a 
hearing is ordered, will receive any notices and or- 
ders issued in this matter, including the date of the 
hearing (if ordered) and any postponements 
thereof. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11598/February 3, 1981 


In the Matter of 


FIDELITY MONEY MARKET TRUST 
82 Devonshire Street 
Boston, Massachusetts 02109 


(812-4352) 


ORDER OF THE COMMISSION AMENDING A 
PREVIOUS ORDER PURSUANT TO SECTION 
6(c) OF THE ACT GRANTING EXEMPTION 
FROM THE PROVISIONS OF SECTION 2(a) (41) 
OF THE ACT AND RULES 2a-4 AND 22c-1 
THEREUNDER. 


Fidelity Money Market Trust (‘Applicant’), regis- 
tered under the Investment Company Act of 1940 
(“the Act”) as an open-end, diversified, manage- 
ment investment company, filed an application on 
December 8, 1980, requesting an order of the 
Commission amending a previous order of the 
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Commission dated February 20, 1980 (Investment 
Company Act Release No. 11054), which earlier 
order amended another order of the Commission, 
dated January 3, 1979 (Investment Company Act 
Release No. 10540). These earlier orders, pur- 
suant to Section 6(c) of the Act, exempted Applicant 
from the provisions of Section 2(a)(41) of the Act 
and Rules 2a-4 and 22c-1 thereunder to the ex- 
tent necessary to permit Applicant to compute its 
net asset value per share according to the amor- 
tized cost method of valuing portfolio securities. 
The amended order, pursuant to Section 6(c)of the 
Act, further exempts Applicant from the provisions 
of Section 2(a) (41) of the Act and Rules 2a-4 and 
22c-1 thereunder to the extent necessary to per- 
mit Applicant to offer to the public shares in a 
portfolio invested exclusively in U. S. Treasury ob- 
ligations, utilizing amortized cost valuation for the 
purpose of pricing such shares for sale, redemp- 
tion, and repurchase. 


On December 31, 1980, a notice (Investment 
Company Act Release No. 11528) was issued of 
the filing of said application. The notice gave in- 
terested persons an opportunity to request a 
hearing, and stated that an order disposing of the 
application would be issued as of course unless a 
hearing should be ordered. No request for a hear- 
ing has been filed, and the Commission has not 
ordered a hearing. 


The matter has been considered, and it is found 
that the granting of the requested exemptions is 
appropriate in the public interest and consistent 
with the protection of investors and the purposes 
fairly intended by the policy and provisions of the 
Act. Accordingly, 


IT |S ORDERED, pursuant to Section 6(c) of the 
Act, that the application for amendment of the 
Commission's order dated February 20, 1980, 
contained in Investment Company Act Release 
No. 11054, to the extent requested be, and hereby 
is granted, effective forthwith, subject to the fol- 
lowing conditions to which Applicant has con- 
sented: 


1. In supervising Applicant’s operations and de- 
legating special responsibilities involving portfolio 
management to Applicant’s investment adviser, 
Applicant’s board of trustees undertakes—as a 
particular responsibility within the overall duty of 
care owed to its shareholders—to establish pro- 
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cedures reasonably designed, taking into account 
current market conditions and Applicant's invest- 
ment objectives, to stabilize Applicant's net asset 
value per share, as computed for the purpose of 
distribution, redemption and repurchase, at $1.00 
per share. 


2. Included within the procedures to be adopted by 
the board of trustees shall be the following duties 
and responsibilities: 


(a) Review by the board of trustees, as 
it deems appropriate and at such inter- 
vals as are reasonable in light of current 
market conditions, to determine the ex- 
tent of deviation, if any, of the net asset 
value per share as determined by using 
available market quotations from Appli- 
cant’s $1.00 amortized cost price per 
share, and the maintenance of records 
of such review." 


(b) In the event such deviation from Ap- 
plicant’s $1.00 amortized cost price per 
share exceeds 1/2 of 1 percent, a re- 
quirement that the board of trustees will 
promptly consider what action, if any, 
should be initiated by it. 


(c) Where the board of trustees believes 
that the extent of any deviation from 
Applicant’s $1.00 amortized cost price 
per share may result in material dilution 
or other unfair results to investors or 
existing shareholders, it shall take such 
action as it deems appropriate to elimi- 
nate or to reduce to the extent rea- 
sonably practicable such dilution or un- 
fair results, which may include: re- 
deeming shares in kind; selling portfolio 





'To fulfill this obligation, Applicant states that it 
intends to use actual quotations or estimates of 
market value reflecting current market conditions 
chosen by its board of trustees in the exercise of 
its discretion to be appropriate indicators of value, 
which may include among others, (i) quotations or 
estimates of market value for individual portfolio 
instruments, or (ii) values obtained from yield data 
relating to classes of money market instruments 
published by reputable sources. 
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instruments prior to maturity to realize 
capital gains or losses, or to shorten 
Applicant’s average portfolio maturity; 
withholding dividends; or utilizing a net 
asset value per share as determined by 
using available market quotations. 


3. Applicant will maintain a dollar-weighted aver- 
age portfolio maturity appropriate to its objective of 
maintaining a stable net asset value per share; 
provided, however, that Applicant will neither (a) 
purchase any instrument with a remaining maturity 
of greater than one year, nor (b) maintain a 
dollar-weighted average portfolio maturity which 
exceeds 120 days.? 


4. Applicant will record, maintain, and preserve 
permanently in an easily accessible place a written 
copy of the procedures (and any modifications 
thereto) described in condition 1 above, and Appli- 
cant will record, maintain and preserve for a period 
of not less than six years (the first two years in an 
easily accessible place) a written record of the 
board of trustees considerations and actions taken 
in connection with the discharge of its respon- 
sibilities, as set forth above, to be included in the 
minutes of the board of trustees’ meetings. The 
documents preserved pursuant to this condition 
shall be subject to inspection by the Commission 
in accordance with Section 31(b) of the Act, as if 
such documents were records required to be 
maintained pursuant to rules adopted under Sec- 
tion 31(a) of the Act. 


5. Applicant will limit its portfolio investments, in- 
cluding repurchase agreements, to those United 
States dollar-denominated instruments which the 
board of trustees determines present minimal 
credit risks, and which are of high quality as de- 
termined by any major rating service or, in the 
case of any instrument that is not rated, of com- 
parable quality as determined by the board. 





2In fulfilling this condition, if the disposition of a 
portfolio security results in a dollar-weighted aver- 
age portfolio maturity in excess of 120 
days, Applicant will invest its available cash in such 
a manner as to reduce the dollar-weighted aver- 
age portfolio maturity to 120 days or less as soon 
as reasonably practicable. 


1610/SEC DOCKET 


6. Applicant will include in each of its quarterly re- 
ports, as an attachment to Form N-1Q, a state- 
ment as to whether any action pursuant to condi- 
tion 2(c) above was taken during the preceding 
fiscal quarter and, if any such action was taken, 
will describe the nature and circumstances of such 
action. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11599/February 4, 1981 


In the Matter of 


FEDERATED CASH MANAGEMENT TRUST 
421 Seventh Avenue 
Pittsburgh, PA 15219 


(811-2983) 


ORDER PURSUANT TO SECTION 8(f) OF THE 
ACT DECLARING THAT APPLICANT HAS 
CEASED TO BE AN INVESTMENT COMPANY 


On January 5, 1981, a notice was issued (Invest- 
ment Company Act Release No. 11533) of an ap- 
plication filed by Federated Cash Management 
Trust (“Applicant”), which is registered under the 
Investment Company Act of 1940 (‘‘Act’”) as an 
open-end, diversified, management investment 
company, requesting an order of the Commission 
pursuant to Section 8(f) of the Act, declaring that 
Applicant has ceased to be an investment com- 
pany as defined by the Act. 


The notice gave interested persons an opportunity 
to request a hearing and stated that an order dis- 
posing of the application would be issued as of 
course unless a hearing should be ordered. No re- 
quest for a hearing has been filed, and the Com- 
mission has not ordered a hearing. 


The matter has been considered, and it is found 
that Applicant has ceased to be an investment 
company as defined by the Act. Accordingly, 
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IT IS ORDERED, pursuant to Section 8(f) of the 
Act, that the registration under the Act of Feder- 
ated Cash Management Trust shall forthwith 
cease to be in effect. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11600/February 4, 1981 


In the Matter of 


New York Bank Trust Shares 
c/o National Distribution Group 
111 Boadway 

New York, New York 10006 


(811-294) 


OTHER TERMINATING REGISTRATION PUR- 
SUANT TO SECTION 8(f) OF THE INVESTMENT 
COMPANY ACT OF 1940 


On January 5, 1981, a notice was issued (Invest- 
ment Company Act Release No. 11532) stating 
that the Commission proposed, pursuant to Sec- 
tion 8(f) of the Investment Company Act of 1940 
(“Act”), to declare by order on its own motion that 
New York Bank Trust Shares (“Fund”), registered 
under the Act as a unit investment Trust, has 
ceased to be an investment company. 


The notice gave interested persons an opportunity 
to request a hearing, and stated that an order dis- 
posing of the matter would be issued as of course 
unless a hearing should be ordered. No request 
for a hearing has been filed, and the Commission 
has not ordered a hearing. 


The matter has been considered, and it is found 
that the Fund has ceased to be an investment 
company. Accordingly, 


IT IS ORDERED, PURSUANT TO Section 8(f) of 
the Act, that the registration of New York Bank 
Trust Shares under the Act shall forthwith cease 
to be in effect. 
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For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11601/February 4, 1981 


In the Matter of 


DEN MANAGEMENT, INC. 
1 Spruce Place 
Denville, N.J. 07834 


(811-2710) 


ORDER TERMINATING REGISTRATION PUR- 
SUANT TO SECTION 8(f) OF THE INVESTMENT 
COMPANY ACT OF 1940 


On January 5, 1981, a notice was issued (Invest- 
ment Company Act Release No. 11531) stating 
that the Commission proposed, pursuant to Sec- 
tion 8(f) of the Investment Company Act of 1940 
(“Act”), to declare by order on its own motion that 
Den Management, Inc. (“Fund”), registered under 
the Act as an open-end non-diversified manage- 
ment investment company, has ceased to be an 
investment company. 


The notice gave interested persons an opportunity 
to request a hearing, and stated that an order dis- 
posing of the matter would be issued as of course 
unless a hearing should be ordered. No request 
for a hearing has been filed, and the Commission 
has not ordered a hearing. 


The matter has been considered, and it is found 
that the Fund has ceased to be an investment 
company. Accordingly, 


IT [S ORDERED, pursuant to Section 8(f) of the 
Act, that the registration of Den Management, Inc., 
under the Act shall forthwith cease to be in effect. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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INVESTMENT COMPANY ACT OF 1940 
Release No. 11602/February 4, 1981 


In the Matter of 


D.L. Babson Tax-Free Income Fund, Inc. 
2440 Pershing Road 
Kansas City, Missouri 64108 


(812-4751) 


ORDER PURSUANT TO SECTION 6(c) OF THE 
ACT EXEMPTING APPLICANT FROM THE PRO- 
VISIONS OF SECTION 2(a)(41) OF THE ACT 
AND RULES 2a-4 AND 22c-1 THEREUNDER 


D.L. Babson Tax-Free Income Fund, Inc. (‘“Appli- 
cant”), registered under the Investment Company 
Act of 1940 (‘Act’) as an open-end, diversified, 
management investment company, filed an appli- 
cation on October 24, 1980, and an amendment 
thereto on December 10, 1980, requesting an 
order, pursuant to Section 6(c) of the Act, 
exempting Applicant from the provisions of Section 
2(a)(41) of the Act and Rules 2a-4 and 22c-1 
thereunder to the extent necessary to permit Ap- 
plicant to value its portfolio securities using the 
amortized cost method of valuation. 


The notice gave interested persons an opportunity 
to request a hearing and stated that an order dis- 
posing of the application would be issued as of 
course unless a hearing should be ordered. No re- 
quest for a hearing has been filed, and the Com- 
mission has not ordered a hearing. 


The matter has been considered, and it is found 
that the granting of the requested exemptions is 
appropriate in the public interest and consistent 
with the protection of investors and the purposes 
fairly intended by the policy and provisions of the 
Act. Accordingly, 


IT iS ORDERED, pursuant to Section 6(c) of the 
Act, that the application for exemption from the 
provisions of Section 2(a)(41) of the Act and Rules 
2a-4 and 22c-1 thereunder, to the extent re- 
quested, be, and hereby is, granted, effective 
forthwith, subject to the following conditions 
agreed to by Applicant: 


1. In supervising Applicant's operations and del- 
egating special responsibilities involving portfolio 
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management to Applicant’s investment adviser, 
the board of directors of Applicant undertakes—as 
a particular responsibility within the overall duty of 
care owed to its shareholders—to establish pro- 
cedures reasonably designed, taking into account 
current market conditions and Applicant's invest- 
ment objectives, to stabilize Applicant’s net asset 
value per share, as computed for the purpose of 
distribution, redemption and repurchase, at $1.00 
per share. 


2. Included within the procedures to be adopted by 
the board of directors of each Applicant shall be 
the following: 


(a) Review by the board of directors, as 
it deems appropriate and at such inter- 
vals as are reasonable in light of current 
market conditions, to determine the ex- 
tent of deviation, if any, of the net asset 
value per share as determined by using 
available market quotations from the 
$1.00 amortized cost price per share, 
and the maintenance of records of such 
review.! 


(b) In the event such deviation from the 
$1.00 amortized cost price per share 
exceeds 12 of 1 percent, a requirement 
that the board of directors will promptly 
consider what action, if any, should be 
initiated by it. 


(c) Where the board of directors be- 
lieves the extent of any deviation from 
the $1.00 amortized cost price per share 
may result in material dilution or other 
unfair results to investors or existing 
shareholders, it shall take such action 
as it deems appropriate to eliminate or 
to reduce to the extent reasonably prac- 
ticable such dilution or unfair results, 








'To fulfill this condition, Applicant intends to use 
actual quotations or estimates of market value re- 
flecting current market conditions chosen by its 
board of directors in the exercise of its discretion 
to be appropriate indicators of value which may in- 
clude, inter alia, (1) quotations or estimates of 
market value for individual portfolio instruments, or 
(2) values obtained from yield data relating to 
classes of money market instruments published by 
reputable sources. 
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which may include: redeeming shares in 
kind; selling portfolio instruments prior 
to maturity to realize capital gains or 
losses, or to shorten the average matur- 
ity of portfolio instruments; withholding 
dividends; or utilizing a net asset value 
per share as determined by using avail- 
able market quotations. 


3. Applicant will maintain a dollar-weighted aver- 
age portfolio maturity appropriate to its objective of 
maintaining a stable net asset value per share; 
provided, however, that Applicant will not (a) pur- 
chase any instrument with a remaining maturity of 
greater than one year, or (b) maintain a dollar- 
weighted average portfolio maturity which exceeds 
120 days.? 


4. Applicant will record, maintain, and preserve 
permanently in an easily accessible place a written 
copy of the procedures (and any modifications 
thereto) described in paragraph 1 above, and will 
record, maintain and preserve for a period of not 
less than six years (the first two years in an easily 
accessible place) a written record of its board of 
directors’ considerations and actions taken in con- 
nection with the discharge of its responsibilities, as 
set forth above, to be included in the minutes of 
the board of directors’ meetings. The documents 
preserved pursuant to this condition shall be sub- 
ject to inspection by the Commission in accord- 
ance with Section 31(b) of the Act, as if such 
documents were records required to be main- 
tained pursuant to rules adopted under Section 
31(a) of the Act. 


5. Applicant will limit its portfolio investments, in- 
cluding repurchase agreements, to those United 
States dollar-denominated instruments which its 
board of directors determines present minimal 
credit risks, and which are of “high quality” as de- 
termined by any major rating service or, in the 
case of any instrument that is not rated, of com- 
parable quality as determined by its board of di- 
rectors. 





2In fulfilling this condition, if the disposition of a 
portfolio security results in a dollar-weighted aver- 
age portfolio maturity in excess of 120 days, Appli- 
cant will invest available cash in such a manner as 
to reduce the dollar-weight average portfolio 
maturity to 120 days or less as soon as reasonably 
practicable. 
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6. Applicant will include in each of its quarterly re- 
ports, as an attachment to Form N-1Q, a state- 
ment as to whether any action pursuant to para- 
graph 2(c) above was taken during the preceding 
fiscal quarter and, if any such action was taken, 
will describe the nature and circumstances of such 
action. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11603/February 4, 1981 


In the Matter of 


BANKERS SECURITY VARIABLE ANNUITY 
FUND M 
and 
BANKERS SECURITY LIFE INSURANCE 
SOCIETY 
1701 Pennsylvania Avenue, N.W. 
Washington, D.C. 20006 
and 
DAILY CASH ACCUMULATION FUND, INC. 
3600 South Yosemite Street 
Denver, Colorado 80237 


(812-4760) 


NOTICE OF APPLICATION FOR AN ORDER 
PURSUANT TO SECTION 11 OF THE ACT AP- 
PROVING A CERTAIN OFFER OF EXCHANGE 
AND PURSUANT TO SECTION 6(c) OF THE ACT 
GRANTING EXEMPTIONS FROM SECTIONS 
2(a)(32), 2(a)(35), 22(c), 26(a), 26(a)(2)C), 
27(c)(1), 27(c)(2)AND 27(d) OF THE ACT, AND 
RULE 22c-1 THEREUNDER. 


NOTICE IS HEREBY GIVEN that Bankers Security 
Life Insurance Society (“Bankers Security” or the 
“Company”), a stock life insurance company or- 
ganized under the laws of the State of New York, 
Bankers Security Variable Annuity Fund M (““Sepa- 
rate Account M’”), a separate account of Bankers 
Security registered under the Investment Com- 
pany Act of 1940 (‘Act’) as a unit investment trust 


SEC DOCKET/1613 





and Daily Cash Accumulation Fund, Inc. (“Fund”), 
a no-load, diversified open-end management in- 
vestment company registered under the Act 
(hereinafter Bankers Security, Separate Account 
M and the Fund are collectively referred to as 
“Applicants’’), filed an application on October 31, 
1980 and an amendment thereto on January 16, 
1981, for an order of the Commission pursuant to 
Section 11 of the Act approving certain offers of 
exchange and pursuant to Section 6(c) of the Act 
granting exemptions from Sections 2(a)(32), 
2(a)(35), 22(c), 26(a), 26(a)(2)(C), 27(c)(1), 
27(c)(2) and 27(d) of the Act, and Rule 22c-1 
thereunder, to the extent necessary to permit Ap- 
plicants to offer the variable annuity contracts as 
described in the application. All interested persons 
are referred to the application on file with the 
Commission for a statement of the facts and rep- 
resentations contained therein, which are sum- 
marized below. 


BACKGROUND 


The Company is a stock life insurance company 
organized under the laws of the State of New York. 
Separate Account M, through its Depositor- 
Sponsor, Bankers Security, proposes to offer and 
sell individual variable annuity contracts (“Con- 
tracts’) to be funded through Separate Account M. 
The assets of Separate Account M will be invested 
at net asset value in shares of the Fund. 


Oppenheimer Management Corporation (““OMC’”) 
through a subsidiary, Shareholder Services, Inc., 
will perform certain variable annuity processing 
services for the Company in connection with the 
administration of Separate Account M. Such serv- 
ices will include the operation and modification of 
computer programs and systems, provision of 
computer time for processing the Variable Annuity 
Service, printing and mailings. The fees for these 
services will be paid from the general account of 
the Company. The principal underwriter of the 
Contracts, Oppenheimer Investor Services, Inc., is 
a wholly-owned subsidiary of OMC. Another 
wholly-owned subsidiary of OMC, Oppenheimer 
Asset Management Corporation, owns more than 
50% of the outstanding voting stock of The Man- 
agement Group, Inc., which is the Manager and 
General Distributor of the Fund. 


The Contracts to be offered are individual single 
purchase payment contracts. The purchase pay- 


1614/SEC DOCKET 


ment is due on the date of issue and must be at 
least $5,000. Additional purchase payments of at 
least $500 per payment may be made only with the 
consent of the Company. Annuity payments may 
be elected to start either at a future date (deferred 
annuity) or at a date no more than approximately 
31 days after the contract is issued (immediate 
annuity). The Contracts provide for the accumula- 
tion of values on a variable basis. Payment of an- 
nuity benefits will be on a fixed basis, unless a 
variable basis or a combination of variable and 
fixed basis is selected by the Contract owner. The 
dollar amount of the variable annuity paymnts and 
the Separate Account Accumulated Value will vary 
with the investment results of Separate Account M, 
which are not guaranteed. However, the dollar 
amount of fixed annuity payments at the annuity 
commencement date is guaranteed by the Com- 
pany. 


The Company does not deduct initially a sales 
charge from purchase payments made for these 
Contracts, and all or a portion of the Contract 
value may be withdrawn during the accumulation 
period. However, purchase payments that are par- 
tially or totally withdrawn from the Contract prior to 
being held for 72 months will (with certain excep- 
tions) be subject to a charge (a “Contingent De- 
ferred Sales Charge”) of 4% of the amount of the 
purchase payments withdrawn. No such Contin- 
gent Deferred Sales Charge will be imposed 
against withdrawals of purchase payments held for 
at least 72 months. Withdrawn amounts shall be 
considered withdrawals of purchase payments 
until the total amounts of all purchase payments in 
the Accumulated Value have been withdrawn. A 
Contingent Deferred Sales Charge will not be 
made against that portion of withdrawals which are 
in excess of the total of all purchase payments. In 
no event will the Contingent Deferred Sales 
Charge exceed 4.0% of the net purchase pay- 
ments. This charge, when applicable, is imposed 
to permit the Company to recover sales expenses 
paid by the Company. Within the 72 month period 
applicable to the Contingent Deferred Sales 
Charge for each purchase payment, the owner 
may surrender up to 10% each year of purchase 
payments held for at least one year, without pay- 
ing a Contingent Deferred Sales Charge. To the 
extent that the owner does not utilize withdrawals 
that are not subject to the Contingent Deferred 
Sales Charge, they may be carried forward, al- 
though the total amounts surrendered without a 
charge from each purchase payment may not ex- 
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ceed 50% of such payment during the applicable 
72 month period. 


The Company also deducts a daily charge equal to 
an annual rate of 1.0% of the daily net asset value 
of Separate Account M as a charge for mortality 
and expense risks assumed by the Company. This 
deduction consists of approximately 0.8% for 
mortality risks and 0.2% for expense risks. In ad- 
dition, on each anniversary, the Company will de- 
duct an annual Contract Maintenance Charge of 
$30 from the Contract value under such Contracts. 
These charges are to reimburse the Company for 
administrative expenses related to the issue and 
maintenance of the Contract. Any applicable pre- 
mium taxes (which presently range up to 2.5%) are 
deducted from purchase payments or at the an- 
nuity commencement date. 


Finally, in addition to the Contracts being available 
for purchase by the public, the Company will offer 
such Contracts to shareholders of the Fund. 


CONTINGENT DEFERRED SALES CHARGE 
Section 2(a)(35) 


Section 2(a)(35) defines “sales load” as the differ- 
ence between the price of a security to the public 
and that portion of the proceeds from its sale 
which is received and invested or held for invest- 
ment by the issuer, less any portion of such differ- 
ence deducted for trustees’ or custodians’ fees, 
insurance premiums, issue taxes or administrative 
expenses or fees which are not properly charge- 
able to sales or promotional expenses. 


Applicants assert that the proposed Contingent 
Deferred Sales Charge is consistent with the intent 
of the definition of sales load contained in the Act. 
The charge would be imposed by the Company to 
reimburse it for expenses related to the sale of the 
Contracts, which the Applicants submit is within 
the Section 2(a)(35) definition of sales load but for 
the timing of the imposition of the charge. 


Nevertheless, Applicants have requested an 
exemption from the provisions of Section 2(a)(35) 
to the extent such exemption may be necessary to 
implement the proposed pricing of their Contracts. 
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Section 22(c) and Rule 22c-1 


Rule 22c-1, promulgated under Section 22(c) of 
the Act, in pertinent part, prohibits a registered in- 
vestment company issuing a redeemable security 
from selling, redeeming or repurchasing any such 
security except at a price based on the current net 
asset value of such security. When the contract 
owner withdraws all or a part of the contract value, 
the proceeds paid on such withdrawal will be 
based on the current net asset value. If applicable, 
the Contingent Deferred Sales Charge will be de- 
ducted at the time of surrender in arriving at the 
contract owner's proportionate share or account 
value. 


While Applicants do not believe that the imposition 
of the Contingent Deferred Sales Charge is viola- 
tive of Section 22(c) or Rule 22c-1, they have re- 
quested an exemption from the provisions of Sec- 
tion 22(c) and Rule 22c-1 thereunder, to the ex- 
tent necessary, to offer the Contracts as proposed. 


Sections 26(a)(2)(C) and 27(c)(2) 


Sections 27(a)(2)(C) prohibits a registered invest- 
ment company or depositor or underwriter for such 
company from selling periodic payment plan cer- 
tificates unless the proceeds of all payments, other 
than sales loads, on such certificates are depos- 
ited with a trustee or custodian having the qualifi- 
cations prescribed in Section 26(a)(1) and are held 
by such trustee or custodian under an agreement 
containing substantially the provisions required by 
Sections 26(a)(2) and 26(a)(3) of the Act. 


Section 26(a)(2)(C) of the Act, as here pertinent, 
provides, in substance, that no payment to the de- 
positor or principal underwriter of a unit investment 
trust shall be allowed the custodian bank as an 
expense, except a fee, not exceeding such rea- 
sonable amounts as the Commission may pre- 
scribe, as compensation for performing book- 
keeping and other administrative expenses nor- 
mally performed by the custodian. 


Applicants assert that the Contingent Deferred 
Sales Charge to be imposed (if any) upon the sur- 
render of the Contracts issued with respect to the 
Separate Account is designed to recover distribu- 
tion costs relating to the sale of the Contracts. The 
Contracts merely defer the time when the sales 
charge may be imposed. 
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Applicants further assert that since there is nothing 
in the Act to suggest that if Contingent Deferred 
Sales Charges were being used at the time the Act 
was promulgated, that deductions for such sales 
charges would not have been permitted, and, 
since it is in the contract owners’ best interests 
that the entire amount of their purchase payments 
be invested at the time when made, they have re- 
quested an exemption from the provisions of Sec- 
tions 26(a)(2)(C) and 27(c)(2) of the Act, to the 
extent necessary, in order to permit the offer and 
sale of the Contracts subject to the Contingent 
Deferred Sales Charge as described above. 


Sections 2(a)(32) and 27(d) 


Section 2(a)(32) of the Act, in pertinent part, de- 
fines “redeemable security” as any security under 
the terms of which the holder, upon its presenta- 
tion to the issuer, is entitled to receive approxi- 
mately his proportionate share of the issuer’s cur- 
rent net assets or the cash equivalent thereof. 


Section 27(d) of the Act, in pertinent part, requires 
that the holder of a periodic payment plan certifi- 
cate be able to surrender the certificate under 
certain circumstances with the recovery of certain 
front-end sales charges. Applicants assert that the 
Contracts offered are not periodic payment con- 
tracts but request exemption from such Sections, 
to the extent necessary, to offer the Contracts. 
Applicants submit that the imposition of a Contin- 
gent Deferred Sales Charge does not violate Sec- 
tions 2(a)(32) and 27(d). 


Applicants assert that Sections 2(a)(32) and 27(d) 
contemplate the assessment of an initial sales 
load and that under the Contracts the net amount 
invested is the gross purchase payment, less any 
amounts deducted for applicable premium taxes. 
Thus, the owner's proportionate share or account 
value would be the net purchase payments plus or 
minus any increase or decrease in value, less the 
charge. Applicants assert that deferring the impo- 
sition of the charge in no way restricts the contract 
owner from receiving his proportionate share or 
account value upon redemption. Applicants con- 
tend that the charge is contingent upon an event 
which might never occur, and that the purchaser’s 
initial amount invested is maximized, thus provid- 
ing a benefit to the purchaser. Applicants have re- 
quested an exemption from the provisions of Sec- 
tions 2(a)(32) and 27(d), to the extent necessary, 
to permit the imposition of the Contingent Deferred 
Sales Charge as proposed. 
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Section 27(c)(1) 


Section 27(c)(1) of the Act, in pertinent part, pro- 
hibits any registered investment company from is- 
suing periodic payment plan certificates, or depos- 
itor or underwriter of such company from selling 
such certificates unless they are redeemable secu- 
rities. Applicants assert that the Contracts issued 
are not periodic payment plans but nevertheless 
request an exemption, to the extent necessary, to 
offer the Contracts. 


Applicants submit that the Contingent Deferred 
Sales Charge is not a restriction on redemption 
under Section 27(c)(1). Applicants assert that de- 
ferring the imposition of the sales charge in no way 
restricts the contract owner from receiving his pro- 
portionate share or current value on redemption 
and has the effect, through deferral of sales 
charge until contract value is withdrawn, of in- 
creasing the contract value available for redemp- 
tion. However, Applicants have requested an 
exemption from the operation of the provisions of 
Section 27(c)(1), to the extent necessary to permit 
the charge to be imposed only upon certain re- 
demptions. 


ANNUAL ADMINISTRATIVE CHARGE 


As previously noted, the Contracts are subject to 
an annual “Contract Maintenance Charge’. The 
Company will deduct on each Contract Anniver- 
sary, an annual charge of $30 from the Contract 
value under such Contracts. These deductions are 
made to reimburse the Company for administrative 
expenses related to the issue and maintenance of 
the Contracts. 


Because the provisions of the Act discussed 
above under the heading ‘Contingent Deferred 
Sales Charge” may be said to be equally appli- 
cable in this situation, Applicants hereby request 
an exemption from the provisions of Sections 
2(a)(32), 2(a)(35), 22(c), 26(a), 26(a)(2)(C), 27 
(c)(1), 27(c)(2), 27(d) and Rule 22c-1, to the ex- 
tent necessary, to permit the deduction of the an- 
nual administrative charge under the circum- 
stances described. 


PERFORMANCE OF CUSTODIAL FUNCTIONS 


Sections 26(a) and 27(c)(2) as noted prohibit a 
registered investment company or depositor or 
underwriter for such company from selling periodic 
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payment plan certificates unless the proceeds of 
all payments, other than sales loads, on such cer- 
tificates are deposited with a trustee or custodian 
having the qualifications prescribed in Section 
26(a)(1) and are held by such trustee or custodian 
under an agreement containing substantially the 
provisions required by Sections 26(a)(2) and 
26(a)(3) of the Act. 


Section 26(a) requires the trustee or custodian to 
be a bank which meets certain financial standards. 
Applicants request an exemption from the provi- 
sions of Section 26(a) of the Act in order that the 
Company may act as custodian of the assets of 
Separate Account M; such assets will be held in 
the safekeeping of the Bank of Commerce of New 
York. 


Section 26(a) of the Act also requires, in part, that 
the custodian shall have possession of all the se- 
curities and other property in which the funds of 
the unit investment trust are invested. The Appli- 
cants assert that the primary purpose of Section 
26(a) relating to the possession of trust assets is 
to provide for their safekeeping. The Applicants 
contend that to require that shares certificates be 
physicially issued by the Fund under the circum- 
stances would not significantly add to the safety of 
the unit investment trust’s assets and would result 
in unnecesary administrative expenses. As noted, 
the assets of Separate Account M will be invested 
in shares of the Fund. Furthermore, such assets 
will be held in safekeeping. 


The Applicants request that the Commission enter 
an order of exemption from the pertinent provisions 
of Section 26(a) in order that these shares may be 
issued under an open account arrangement with- 
out the use of stock certificates; their owners will 
be shown on the books and records of the Fund 
and Separate Account M. 


Section 26(a) of the Act also requires that the se- 
curities and other property in which the funds of 
the unit investment trust are invested shall be 
segregated and held in trust until distribution. 


Applicants state that while the assets of the Sepa- 
rate Account will be segregated, the Company, as 
a life insurance company, may not properly place 
the assets of the Separate Account in trust be- 
cause the insurance laws of the State of New York 
require the Company to retain ownership and con- 
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trol of the disposition of its property. If the Com- 
pany is permitted to hold in custody for safekeep- 
ing the assets of the Separate Account, an 
exemption from the foregoing Sections of the Act 
will be necessary in order that the Company shall 
not be required to hold such assets in trust. 


In support of the requested exemptions from the 
foregoing provisions of the Act, the Applicants 
state that the Company is subject to extensive 
supervision and control by the Commissioner of 
Insurance of the State of New York and the com- 
parable official of each state in which it does busi- 
ness. Further, the Company, under an arrange- 
ment for recordkeeing, will maintain either itself or 
through an agent a record of all purchases and re- 
demptions of Fund shares with respect to the 
Separate Account. Consequently, the Applicants 
submit that a trusteeship is unnecessary under the 
circumstances. 


In summary, the Applicants request exemption 
from the provisions of Sections 26(a) and 27(c) (2) 
of the Act in order that the Company may, as cus- 
todian, perform the functions normally performed by 
a custodian with respect to Separate Account M; 
that the property and assets of Separate Account 
M do not have to be held in trust although segre- 
gated; and that the investments of the trust in 
shares of the Fund may be held in “book share” 
form. 


PAYMENT OF CONTRACT FEES AND CHARGES 
Sections 26(a) (2) (C) and 27(c) (2) 


Section 26(a)(2)(C) of the Act, as here pertinent, 
provides, in substance, that no payment to the de- 
positor or principal underwriter of a unit investment 
trust shall be allowed the custodian bank as an 
expense, except a fee, not exceeding such rea- 
sonable amounts as the Commission may pre- 
scribe, as compensation for performing book- 
keeping and other administrative expenses nor- 
mally performed by the custodian. 


The Applicants request an exemption from the 
provisions of Sections 26(a)(2)(C) and 27(c)(2), to 
the extent necessary, to permit the deduction by 
the Company and the payment to the Company of 
an annual Contract Maintenance Charge, the Ex- 
pense Risk Charge, the Mortality Risk Premium 
and any premium tax, as set forth above. 
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The Applicants consent that the foregoing re- 
quested exemptions from Section 26(a) and 
27(c)(2) may be made subject to the following 
conditions: (1) that the deductions under the Con- 
tracts for administrative services shall not exceed 
such reasonable amounts as the Commission shall 
prescribe and the Commission may reserve juris- 
diction for such purpose; and (2) that the payment 
of sums and charges out of the assets of the 
Separate Account shall not be deemed to be 
exempted from regulation by the Commission by 
reason of the requested order, provided that the 
Applicants’ consent to this condition shall not be 
determined to be a concession to the Commission 
of authority to regulate the payment of sums and 
charges out of such assets, other than the charges 
for administrative services, and the Applicants re- 
serve the right in any proceeding before the Com- 
mission, or in any suit or action in any court, to 
assert that the Commission has no authority to 
regulate the payment of such other sums and 
charges. 


EXCHANGES 


Section 11 


Section 11(a) of the Act makes it unlawful for any 
registered open-end investment company or prin- 
cipal underwriter therefor to make an offer to the 
holder of a security of such company or of any 
other open-end investment company to exchange 
his security for a security in the same or another 
such company on any basis other than the relative 
net asset values of the respective securities to be 
exchanged unless the terms of the offer have first 
been submitted to the Commission. Section 11(c) 
provides that the provisions of subsection (a) shall 
be applicable irrespective of the basis of exchange 
to any offer of exchange of any security of a reg- 
istered open-end company for a security of a reg- 
istered unit investment trust and to any type of 
offer of exchange of the securities of registered 
unit investment trusts for the securities of any 
other investment company. 


Applicants propose to permit shareholders of the 
Fund to exchange their shares for the Contracts 
without payment of a fee, transfer charge or sales 
load although the Contracts that will be issued will 
be subject to any applicable Contingent Deferred 
Sales Charge, a Contract Maintenance Charge 
and the Mortality and Expense Risk Charge. Any 
applicable premium tax will be deducted when in- 
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curred. Premium taxes, which presently range up 
to 2.5% may be imposed at the time a payment is 
made or at the annuity commencement date. 


Applicants submit that the proposed exchange 
privilege allowing Fund shareholders to exchange 
their shares for Contracts is consistent with the 
policy of Section 11 of the Act since any exchange 
would be made at net asset value and would not 
be subject to a fee, sales load or transfer charge at 
the time of exchange. Applicants state that any 
such exchange would be solely at the election of 
existing shareholders of the Fund. Applicants fur- 
ther state that such an exchange privilege will 
permit Fund shareholders to add annuity features 
to their financial plans while retaining the invest- 
ment orientation they already possess. Applicants 
have requested an order pursuant to Section 11, 
to the extent necessary, to permit the proposed 
offer of transfer rights described above. 


Section 6(c) 


Section 6(c) of the Act provides, in part, that the 
Commission may conditionally or unconditionally 
exempt any person, security, or transactions or 
any class or classes of persons, securities, or 
transactions from any provision of the Act or any 
rule or regulation under the Act if, and to the extent, 
such exemption is necessary or appropriate in the 
public interest and consistent with the protection of 
investors and the purposes fairly intended by the 
policy and provisions of the Act. 


NOTICE IS FURTHER GIVEN that any interested 
person may, no later than March 2, 1981, at 5:30 
p.m., submit to the Commission in writing a re- 
quest for a hearing on the matter accompanied by 
a statement as to the nature of his/her interest, the 
reasons for such request, and the issues, if any, of 
fact or law proposed to be controverted, or he/she 
may request that he/she be notified if the Commis- 
sion shall order a hearing thereon. Any such com- 
munications should be addressed: Secretary, Se- 
curities and Exchange Commission, Washington, 
D.C., 20549. A copy of such request shall be 
served personally or by mail upon the Applicants 
at the address stated above. Proof of such service 
(by affidavit or, in the case of an attorney-at-law, 
by certificate) shall be filed contemporaneously 
with the requesi. As provided by Rule 0-5 of the 
Rules and Regulations promulgated under the Act, 
an order disposing of the Application will be issued 
as of course following March 2, 1981 unless the 
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Commission thereafter orders a hearing upon re- 
quest or upon the Commission’s own motion. Per- 
sons who request a hearing, or advice as to 
whether a hearing is ordered will receive any 
notice and orders issued in this matter, including 
the date of the hearing (if ordered) and any post- 
ponements thereof. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11604/February 4, 1981 


In the Matter of 


CMA TAX-EXEMPT TRUST 
165 Broadway 
New York, New York 10080 


(812-4769) 


NOTICE OF FILING OF APPLICATION PUR- 
SUANT TO SECTION 6(c) OF THE ACT 
EXEMPTING APPLICANT FROM THE PROVI- 
SIONS OF SECTION 2(a) (41) AND RULES 2a-4 
AND 22c-1 THEREUNDER 


NOTICE IS HEREBY GIVEN that CMA Tax- 
Exempt Trust (“Applicant”), an open-end, diver- 
sified management investment company regis- 
tered under the Investment Company Act of 1940 
(‘Act’), filed an application on November 26, 
1980, and an amendment thereto on January 27, 
1981, requesting an order of the Commission, pur- 
suant to Section 6(c) of the Act, exempting Appli- 
cant from the provisions of Section 2(a) (41) of the 
Act and Rules 2a-4 and 22c-1 thereunder, to the 
extent necessary to permit Applicant to compute 
its net asset value per share using the amortized 
cost method of valuation. All interested persons 
are referred to the application on file with the 
Commission for a statement of the representations 
contained therein which are summarized below. 


Applicant states that it is an unincorporated busi- 
ness trust organized under the law of Mas- 
sachusetts. The application states that Applicant 
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filed a registration statement on Form N-1 under 
the Securities Act of 1933 and the Act on 
November 12, 1980. Applicant states that its in- 
vestment objectives are to seek current income 
exempt from federal income taxes, preservation of 
capital and liquidity available from investing in a 
diversified portfolio of short-term, high quality, 
tax-exempt obligations issued by or on behalf of 
states, territories and possessions of the United 
States and the District of Columbia and their politi- 
cal subdivisions, agencies and instrumentalities 
(such obligations hereinafter referred to as “Mu- 
nicipal Bonds”). 


Applicant anticipates that a substantial portion of 
its portfolio will be invested in municipal notes, 
which include tax anticipation notes, bond antici- 
pation notes, revenue anticipation notes and proj- 
ect notes. Applicant represents that Municipal 
Bonds it purchases will have a remaining maturity 
at the time of purchase of one year or less and that 
the dollar-weighted average maturity of Applicant’s 
portfolio will be 120 days or less. Applicant states 
that its shares will be offered exclusively to partici- 
pants in the Cash Management Account (“CMA”) 
program of Merrill Lynch, Pierce, Fenner & Smith 
Incorporated. 


As here pertinent, Section 2(a)(41) of the Act de- 
fines value to mean: (1) with respect to securities 
for which market quotations are readily available, 
the market value of such securities, and (2) with 
respect to other securities and assets, fair value 
as determined in good faith by the board of direc- 
tors. Rule 22c-1 adopted under the Act provides, 
in part, that no registered investment company or 
principal underwriter therefor issuing any redeem- 
able security shall sell, redeem or repurchase any 
such security except at a price based on the cur- 
rent net asset value of such security which is next 
computed after receipt of a tender of such security 
for redemption or of an order to purchase or to sell 
such security. Rule 2a-4 adopted under the Act 
provides, as here relevant, that the “current net 
asset value” of a redeemable security issued by a 
registered investment company used in computing 
its price for the purposes of distribution and redemp- 
tion shall be an amount which reflects calcula- 
tions made substantially in accordance with the 
provisions of that rule, with estimates used where 
necessary or appropriate. Rule 2a-4 further states 
that portfolio securities with respect to which mar- 
ket quotations are readily available shall be valued 
at current market value, and that other securities 
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and assets shall be valued at fair value as deter- 
mined in good faith by the board of directors of the 
registered company. Prior to the filing of the appli- 
cation, the Commission expressed its view that, 
among other things: (1) Rule 2a-4 under the Act 
requires that portfolio instruments of ‘money mar- 
ket” funds be valued with reference to market 
factors, and (2) it would be inconsistent, generally, 
with the provisions of Rule 2a-4 for a “money 
market” fund to value its portfolio instruments on 
an amortized cost basis (Investment Company Act 
Release No. 9786, May 31, 1977). 


Applicant states that it seeks an order of exemp- 
tion permitting it to use amortized cost valuation in 
pricing its shares because: (1) it desires to 
minimize the recognition and distribution of un- 
realized capital gains on its portfolio securities, 
since without amortized cost valuation it would be 
necessary to distribute unrealized capital gains 
daily in order to maintain a constant net asset 
value and (2) the operational requirements of the 
CMA program necessitate that a constant net 
asset value of $1.00 per share be maintained to 
process automatic purchases and redemptions of 
shares. The application states that Applicant will 
invest only in Municipal Bonds maturing in one 
year or less from the date of purchase and that the 
dollar-weighted average maturity of its portfolio will 
be 120 days or less, and that Applicant believes 
that these investment policies will tend to minimize 
any differential between amortized cost valuation 
and actual market values, while providing a yield 
which is otherwise not available with a portfolio 
having an average maturity of shorter duration. 
Applicant represents that its trustees have deter- 
mined in good faith that the amortized cost method 
of valuing portfolio securities is appropriate for 
Applicant. 


Section 6(c) of the Act provides, in pertinent part, 
that the Commission, by order upon application, 
may conditionally or unconditionally exempt any 
person, security or transaction, or any class or 
classes of persons, securities or transactions, from 
any provision under the Act or any rule or regula- 
tion thereunder, if and to the extent that such 
exemption is necessary or appropriate in the pub- 
lic interest and consistent with the protection of in- 
vestors and the purposes fairly intended by the 
policy and provisions of the Act. 
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Applicant expressly consents to the imposition of 
the following conditions in any order granting the 
relief it requests: 


1. In supervising Applicant's operations and del- 
egating special responsibilities involving portfolio 
management to Applicant's investment adviser, 
Applicant’s Trustees undertake, as a particular re- 
sponsibility within the overall duty of care owed to 
shareholders of Applicant, to establish procedures 
reasonably designed, taking into account current 
market conditions and Applicant’s investment ob- 
jectives, to stablize Applicant’s net asset value per 
share, as computed for the purpose of purchases 
and redemptions of shares, at $1.00 per share. 


2. Included within the procedures to be adopted by 
Applicant’s Trustees shall be the following: 


(a) Review by the Trustees, as they 
deem appropriate and at such intervals 
as are reasonable in light of current 
market conditions, to determine the ex- 
tent of deviation, if any, of the net asset 
value per share as determined by using 
available market quotations from the 
$1.00 amortized cost price per share of 
Applicant, and maintenance of records 
of such review." 


(b) In the event such deviation from the 
$1.00 amortized cost price per share 
exceeds 1/2 of 1%, the Trustees will 
promptly consider what action, if any, 
should be initiated. 


(c) Where the Trustees believe the ex- 
tent of any deviation from Applicant’s 
$1.00 amortized cost price per share 
may result in material dilution or other 
unfair results to investors or existing 





' To satisfy this condition, Applicant will use ac- 
tual quotations or estimates of market value re- 
flecting current market conditions selected by its 
Trustees in the exercise of their discretion to be 
appropriate indicators of value, which may include, 
inter alia, (1) quotations or estimates of market 
value for individual portfolio instruments, or (2) 
values obtained from yield data relating to classes 
of money market instruments furnished by reputa- 
ble sources. 
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shareholders, they shall take such ac- 
tion as they deem appropriate to elimi- 
nate or to reduce to the extent rea- 
sonably practicable such dilution or un- 
fair results, which action may include: 
redemption of shares in kind; the sale of 
portfolio securities prior to maturity to 
realize capital gains or losses, or to 
shorten the Applicant’s average portfolio 
maturity; withholding dividends; or 
utilizing a net asset value per share as 
determined by using available market 
quotations. 


3. Applicant will maintain a dollar-weighted aver- 
age portfolio maturity appropriate to its objective of 
maintaining a stable net asset value per share; 
provided, however, that Applicant will not (a) pur- 
chase any instrument with a remaining maturity at 
the date of acquisition of greater than one year, or 
(b) maintain a dollar-weighted average portfolio 
maturity in excess of 120 days. In fulfilling this 
condition, if the disposition of a portfolio instru- 
ment results in a dollar-weighted average portfolio 
maturity in excess of 120 days, Applicant will in- 
vest its available cash in such a manner as to re- 
duce its dollar-weighted average portfolio maturity 
to 120 days or less as soon as reasonably practi- 
cable. 


4. Applicant will record, maintain and preserve 
permanently in an easily accessible place, a writ- 
ten copy of the procedures (and any modifications 
thereto) described in condition 1 above, and Appli- 
cant will record, maintain and preserve for a period 
of not less than six years (the first two in an easily 
accessible place), a written record of the Trustees’ 
considerations and actions taken in connection 
with the discharge of their responsibilities, as set 
forth above, to be included in the minutes of the 
Trustees’ meetings. The documents preserved 
pursuant to this condition shall be subject to in- 
spection by the Commission in accordance with 
Section 31(b) of the Act as though such docu- 
ments were records required to be maintained 
pursuant to rules adopted under Section 31(a) of 
the Act. 


5. Applicant will limit its portfolio investments, in- 
cluding repurchase agreements, if any, to those 
U.S. dollar-denominated instruments which the 
Trustees determine present minimal credit risks, 
and which are of high quality as determined by any 
major rating service or, in the case of any instru- 
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ment that is not rated, of comparable quality as 
determined by the Trustees. 


6. Applicant will include in each quarterly report, 
as an attachment to Form N-1Q, a statement as to 
whether any action pursuant to condition 2(c) was 
taken during the preceding fiscal quarter, and, if 
any action was taken, will describe the nature and 
circumstances of such action. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than March 2, 1981, at 5:30 
p.m., submit to the Commission in writing a re- 
quest for a hearing on the application accom- 
panied by a statement as to the nature of his inter- 
est, the reason for such request, and the issues, if 
any, of fact or law proposed to be controverted, or 
he may request that he be notified if the Commis- 
sion shall order a hearing thereon. Any such com- 
munication should be addressed: Secretary, Secu- 
rities and Exchange Commission, Washington, 
D.C. 20549. A copy of such request shall be 
served personally or by mail upon Applicant at the 
address stated above. Proof of such service (by 
affidavit or, in the case of an attorney-at-law, by 
certificate) shall be filed contemporaneously with 
the request. As provided by Rule 0-5 of the Rules 
and Regulations promulgated under the Act, an 
order disposing of the application will be issued as 
of course following said date unless the Commis- 
sion thereafter orders a hearing upon request or 
upon the Commission’s own motion. Persons who 
request a hearing, or advice as to whether a 
hearing is ordered, will receive any notices and or- 
ders issued in this matter, including the date of the 
hearing (if ordered) and any postponements 
thereof. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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INVESTMENT COMPANY ACT OF 1940 
Release No. 11605/February 4, 1981 


In the Matter of 


BULLOCK FUND, LTD. 

BULLOCK TAX-FREE SHARES, INC. 

CANADIAN FUND, INC. 

DIVIDEND SHARES, INC. 

HIGH INCOME SHARES, INC. 

MONEY SHARES, INC. 

MONTHLY INCOME SHARES, INC. 

NATION-WIDE SECURITIES COMPANY, INC. 
and 

CALVIN BULLOCK LTD. 

One Wall Street 

New York, New York 10005 


(812-4733) 


ORDER PURSUANT TO SECTION 11(a) OF THE 
ACT APPROVING THE TERMS OF OFFERS OF 
EXCHANGE AND PURSUANT TO SECTION 6(c) 
OF THE ACT GRANTING EXEMPTION FROM 
THE PROVISIONS OF SECTION 22(d) OF THE 
ACT 


On January 5, 1981, a notice was issued (Invest- 
ment Company Act Release No. 11534) of an ap- 
plication filed on September 9, 1980, by Bullock 
Fund, Ltd., and Nation-Wide Securities Company, 
Inc. (collectively, the ‘“‘Funds’’), High Income 
Shares, Inc. (“High Income’), Bullock Tax-Fee 
Shares, Inc. (“Tax-Free”), and Money Shares, Inc. 
(“Money Shares”), each registered as a diver- 
sified, open-end, management investment com- 
pany under the Investment Company Act of 1940 
(“Act”), and Calvin Bullock, Ltd. (‘Bullock’), prin- 
cipal underwriter for the Funds, High Income, 
Tax-Free and Money Shares (the Funds, High In- 
come, Tax-Free, Money Shares, and Bullock are 
hereinafter referred to collectively as ‘‘Appli- 
cants’), for an order: (1) pursuant to Section 11(a) 
of the Act, (a) to permit the Funds and Bullock to 
offer shares of the Funds in exchange for shares 
of High Income, on a basis other than their relative 
net asset values per share at the time of the ex- 
change (‘‘Relative Net Asset Value’), (b) to permit 
the Funds and Bullock to offer shares of the Funds 
in exchange for shares of Tax-Free on a basis 
other than Relative Net Asset Value, such shares 
of Tax-Free having been acquired in a prior ex- 
change at Relative Net Asset Value for shares of 
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High Income, (c) to permit the Funds and Bullock 
to offer shares of the Funds in exchange for 
shares of Money Shares on a basis other than 
Relative Net Asset Value, such shares of Money 
Shares having been acquired in a prior exchange 
at Relative Net Asset Value for shares of High In- 
come, (d) to permit the Funds and Bullock to offer 
shares of the Funds in exchange for shares of 
Money Shares on a basis other than Relative Net 
Asset Value, such shares of Money Shares having 
been acquired in a prior exchange at Relative Net 
Asset Value for shares of Tax-Free, which in turn 
had been acquired in a prior exchange at Relative 
Net Asset Value for shares of High Income, (e) to 
permit High Income and Bullock to offer shares of 
High Income in exchange for shares of Tax-Free 
on a basis other than Relative Net Asset Value, 
and (f) to permit High Income and Bullock to offer 
shares of High Income in exchange for shares of 
Money Shares (which had been acquired in a prior 
exchange at Relative Net Asset Value for shares 
of Tax-Free) on a basis other than Relative Net 
Asset Value; and (2) pursuant to Section 6(c) of 
the Act, exempting Applicants from the provisions 
of Section 22(d) of the Act in connection with such 
exchanges. 


The notice gave interested persons an opportunity 
to request a hearing, and stated that an order dis- 
posing of the application would be issued as of 
course unless a hearing should be ordered. No re- 
quest for a hearing has been filed and the Com- 
mission has not ordered a hearing. 


The matter has been considered, and it is found 
that the granting of the application is appropriate in 
the public interest and consistent with the protec- 
tion of investors and the purposes fairly intended 
by the policy and provisions of the Act. Accord- 
ingly, 


IT IS ORDERED, pursuant to Section 11(a) of the 
Act, that the terms of the proposed offers of ex- 
change be, and hereby are, approved. 


IT IS FURTHER ORDERED, pursuant to Section 
6(c) of the Act, that the application for exemption 
from the provisions of Section 22(d) of the Act, to 
the extent requested, be, and hereby is, granted, 
effective forthwith. 
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For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11606/February 5, 1981 


In the Matter of 


Plimoney Fund, Inc. 
111 North Broad Street 
Philadelphia, PA 19107 


(812-4791) 


NOTICE OF FILING OF APPLICATION FOR AN 
ORDER PURSUANT TO SECTION 6(c) OF THE 
ACT EXEMPTING APPLICANT FROM THE PRO- 
VISIONS OF SECTION 2(a)(41) OF THE ACT 
AND RULES 2a-4 AND 22c-1 THEREUNDER 


NOTICE IS HEREBY GIVEN that Plimoney Fund, 
Inc. (“Applicant”), which is registered under the 
Investment Company Act of 1940 (‘‘Act”) as an 
open-end, diversified management investment 
company, filed an application on December 30, 
1980, and an amendment thereto on January 19, 
1981, for an order of the Commission pursuant to 
Section 6(c) of the Act exempting Applicant from 
the provisions of Section 2(a)(41) of the Act and 
Rules 2a-4 and 22c-1 thereunder to the extent 
necessary to permit Applicant to value its portfolio 
securities by use of the amortized cost method of 
valuation. All interested persons are referred to the 
application on file with the Commission for a 
statement of the representations contained 
therein, which are summarized below. 


Applicant states that it is a “money market fund” 
designed as an investment vehicle for individuals, 
fiduciaries and institutions who are seeking to earn 
a high level of income and to minimize fluctuation 
in the value of their investment while retaining the 
flexibility to liquidate their investment at any time. 
Applicant further states that it invests in a variety 
of money market instruments with the primary ob- 
jective of seeking maximum current income to the 
extent consistent with stability of principal. 
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As here pertinent, Secton 2(a)(41) of the Act de- 
fines value to mean: (1) with respect to securities 
for which market quotations are readily available, 
the market value of such securities, and (2) with 
respect to other securities and assets, fair value 
as determined in good faith by the board of direc- 
tors. Rule 22c-1 adopted under the Act provides, 
in part, that no registered investment company or 
principal underwriter therefor issuing any redeem- 
able security shall sell, redeem or repurchase any 
such security except at a price based on the cur- 
rent net asset value of such security which is next 
computed after receipt of a tender of such security 
for redemption or of an order to purchase or to sell 
such security. Rule 2a-4 adopted under the Act 
provides, as here relevant, that the “current net 
asset value” of a redeemable security issued by a 
registered investment company used in computing 
its price for the purposes of distribution and redemp- 
tion shall be an amount which reflects calcula- 
tions made substantially in accordance with the 
provisions of that rule, with estimates used where 
necessary or appropriate. Rule 2a-4 further states 
that portfolio securities with respect to which mar- 
ket quotations are readily available shall be valued 
at current market value and that other securities 
and assets shall be valued at fair value as deter- 
mined in good faith by the board of directors of the 
registered company. Prior to the filing of the appli- 
cation, the Commission expressed its view that, 
among other things: (1) Rule 2a-4 under the Act 
requires that portfolio instruments of “money mar- 
ket” funds be valued with reference to market 
factors, and (2) it would be inconsistent, generally, 
with the provisions of Rule 2a-4 for a “money mar- 
ket” fund to value its portfolio instruments on an 
amortized cost basis [Investment Company Act 
Release No. 9786, May 31, 1977 (‘‘Release 
9786")]. 


Applicant states that it currently values its portfolio 
securities and computes its net asset value by 
rounding to the nearest one tenth of one cent ona 
share value of $1.00. Applicant further states that 
its valuation is consistent with the Commission’s 
views expressed in Release 9786. 


According to the application, Applicant believes 
that investors desire primarily two characteristics 
in a money market fund: (1) stability of principal 
and (2) steady flow of investment income. Appli- 
cant asserts that in its belief, it is inconsistent with 
those desires for Applicant to be required to price 
its portfolio instruments in a manner which pro- 
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duces price and yield volatility for portfolio instru- 
ments which Applicant expects to hold to maturity. 
Applicant further asserts that it believes that its 
shareholders are not concerned with the theoreti- 
cal differences which might occur between yield 
achieved through market pricing and that com- 
puted on an amortized cost basis. Applicant states 
that it will be possible to provide the required sta- 
bility to investors by maintaining a portfolio of high 
quality money market instruments of short 
maturities. On the advice of, and based on the ex- 
perience of its investment adviser, Applicant states 
that it has determined that maintaining an average 
portfolio maturity of 120 days or less will accom- 
plish the aims of its investors by reducing the risk 
of significant volatility in the value of portfolio in- 
struments while producing a satisfactory yield. The 
application further states that Applicant’s board of 
directors has determined in good faith that, absent 
unusual or extraordinary circumstances, the amor- 
tized cost method of valuing portfolio securities is 
appropriate and preferable for Applicant and re- 
flects fair value of its securities. Accordingly, Ap- 
plicant requests an order, pursuant to Section 6(c) 
of the Act, exempting Applicant from the provisions 
of Section 2(a)(41) of the Act and Rule 2a-4 and 
22c-1 thereunder to the extent necessary to permit 
Applicant to value its portfolio assets by use of the 
amortized cost method of valuation. 


Section 6(c) of the Act provides, in part, that upon 
application the Commission may conditionally or 
unconditionally exempt any person, security, or 
transaction, or any class or classes of persons, 
securities, or transactions, from any provision or 
provisions of the Act or of the rules thereunder, if 
and to the extent that such exemption is necessary 
or appropriate in the public interest and consistent 
with the protection of investors and the purposes 
fairly intended by the policy and provisions of the 
Act. Applicant submits that the exemptions it re- 
quests satisfy these standards in view of its man- 
agement policies. Applicant consents to the impo- 
sition of the following conditions in an order grant- 
ing the relief it requests: 


1. In supervising Applicant’s operations and de- 
legating special responsibilities involving portfolio 
management to Applicant’s investment adviser, 
the board of directors undertakes—as a particular 
responsibility within the overall duty of care owed 
to shareholders—to establish procedures rea- 
sonably designed, taking into account current 
market conditions and Applicant’s investment ob- 
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jectives, to stabilize Applicant's net asset value 
per share, as computed for the purpose of dis- 
tribution, redemption and repurchase, at $1.00 per 
share. 


2. Included within the procedures to be adopted by 
the board of directors shall be the following: 


(a) Review by the board of directors, as 
it deems appropriate and at such inter- 
vals as are reasonable in light of current 
market conditions, to determine the ex- 
tent of deviation, if any, of the net asset 
value per share as determined by using 
available market quotations from Appli- 
cant’s $1.00 amortized cost price per 
share, and the maintenance of records 
of such review. ' 


(b) In the event such deviation from Ap- 
plicant’s $1.00 amortized cost price per 
share exceeds 1’ of 1 percent, a re- 
quirement that the board of directors will 
promptly consider what action, if any, 
should be initiated by the board of di- 
rectors. 


(c) Where the board of directors be- 
lieves the extent of any deviation from 
Applicant's $1.00 amortized cost price 
per share may result in material dilution 
or other unfair results to investors or 
existing shareholders, it shall take such 
action as it deems appropriate to elimi- 
nate or to reduce to the extent rea- 
sonably practicable such dilution or un- 
fair results, which may include: redemp- 
tion of shares in kind; selling portfolio 
instruments prior to maturity to realize 
capital gains or losses, or to shorten the 
average maturity of portfolio instruments 





'To fulfill this condition, Applicant intends to use 
actual quotations or estimates of market value re- 
flecting current market conditions chosen by the 
board of directors in the exercise of its discretion 
to be appropriate indicators of value which may in- 
ciude, inter alia, (1) quotations or estimates of 
market value for individual portfolio instruments, or 
(2) values obtained from yield data relating to 
classes of money market instruments published by 
reputable sources. 
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of Applicant; withholding dividends; or 
utilizing a net asset value per share as 
determined by using available market 
quotations. 


3. Applicant will maintain a dollar-weighted aver- 
age portfolio maturity appropriate to its objective of 
maintaining a stable net asset value per share; 
provided, however, that Applicant will not (a) pur- 
chase any instrument with a remaining maturity at 
the date of acquisition of greater than one year, or 
(b) maintain a dollar-weighted average portfolio 
maturity which exceeds 120 days.? 


4. Applicant will record, maintain and preserve 
permanently in an easily accessible place a written 
copy of the procedures (and any modifications 
thereto) described in paragraph 1 above, and Ap- 
plicant will record, maintain and preserve for a 
period of not less than six years (the first two years 
in an easily accessible place) a written record of 
the board of directors’ considerations and actions 
taken in connection with the discharge of its re- 
sponsibilities, as set forth above, to be included in 
the minutes of the board of directors’ meetings. 
The documents preserved pursuant to this condi- 
tions shall be subject to inspection by the Com- 
mission in accordance with Section 31(b) of the 
Act, as if such documents were records required to 
be maintained pursuant to rules adopted under 
Section 31(a) of the Act. 


5. Applicant will limit its portfolio investments, in- 
cluding repurchase agreements, to those United 
States dollar denominated instruments which the 
board of directors determines present minimal 
credit risks, and which are of “high quality” as de- 
termined by any major rating service or, in the 
case of any instrument that is not rated, of com- 
parable quality as determined by the board of di- 
rectors. 





2In fulfilling this condition, if the disposition of a 
portfolio security results in a dollar-weighted aver- 
age portfolio maturity in excess of 120 days, Appili- 
cant will invest its available cash in such a manner 
as to reduce the dollar-weighted average portfolio 
maturity to 120 days or less as soon as reasonably 
practicable. 
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6. Applicant will include in each quarterly report, 
as an attachment to Form N-1Q, a statement as to 
whether any action pursuant to paragraph 2(c) 
above was taken during the preceding fiscal 
quarter and, if any such action was taken, will de- 
scribe the nature and circumstances of such ac- 
tion. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than March 2, 1981 at 5:30 
p.m., submit to the Commission in writing a re- 
quest for a hearing on the application accom- 
panied by a statement as to the nature of his inter- 
est, the reason for such request, and the issues, if 
any, of fact or law proposed to be controverted, or 
he may request that he be notified if the Commis- 
sion shall order a hearing thereon. Any such com- 
munication should be addressed: Secretary, Secu- 
rities and Exchange Commission, Washington, 
D.C. 20549. A copy of such request shall be 
served personally or by mail upon Applicant at the 
address stated above. Proof of such service (by 
affidavit or, in the case of an attorney-at-law, by 
certificate) shall be filed contemporaneously with 
the request. As provided by Rule 0-5 of the Rules 
and Regulations promulgated under the Act, an 
order disposing of the application will be issued as 
of course following said date unless the Commis- 
sion thereafter orders a hearing upon request or 
upon the Commission’s own motion. Persons who 
request a hearing, or advice as to whether a 
hearing is ordered, will receive any notices and or- 
ders issued in this matter, including the date of the 
hearing (if ordered) and any postponements 
thereof. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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INVESTMENT COMPANY ACT OF 1940 
Release No. 11607/February 5, 1981 


In the Matter of 


THE SOUTH BAY CORPORATION 
425 Park Avenue 
New York, New York 10022 


(811-1736) 


NOTICE OF FILING OF APPLICATION FOR AN 
ORDER PURSUANT TO SECTION 8(f) OF THE 
ACT DECLARING THAT APPLICANT HAS 
CEASED TO BE AN INVESTMENT COMPANY 


NOTICE IS HEREBY GIVEN that The South Bay 
Corporation (‘Applicant’), a closed-end, non- 
diversified, management investment company 
registered under the Investment Company Act of 
1940 (‘Act’), filed an application on January 21, 
1981, pursuant to Section 8(f) of the Act, for an 
order declaring that Applicant has ceased to be an 
investment company. All interested persons are 
referred to the application on file with the Commis- 
sion for a statement of the representations con- 
tained therein, which are summarized below. 


Applicant, a corporation organized under the laws 
of the State of New York, registered under the Act 
on October 2, 1968. Prior to registering under the 
Act, Applicant was known as Fifth Avenue Coach 
Lines, Inc., and was engaged in the surface trans- 
portation business in the Metropolitan New York 
Area. 


Applicant states that on April 29, 1975, a meeting 
of shareholders of Applicant was held at which a 
plan of liquidation and dissolution of the Applicant 
was adopted (‘Plan’). Applicant further states that 
the initial distribution under the Plan in 1975, pro- 
vided for a distribution to securityholders of 
$2,248,377 in cash, 311,600 common shares of 
Giant Portland Cement Company, and 226,500 
common shares of Elgin National Industries, Inc. 
According to the application, there were sub- 
sequent distributions of $1.55 a share in De- 
cember, 1976, and $1.00 a share in January, 
1978. 


Applicant states that on March 31, 1979, it as- 
signed and transferred ali of its remaining assets, 
subject to all of its remaining liabilities, to a liq- 
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uidating trust (‘Trust’), the beneficiaries of which 
are securityholders of Applicant. Applicant further 
states that the distribution to the Trust of its assets 
was deemed by Applicant’s board of directors to 
result in the redemption and cancellation of the 
shares of Applicant's common stock and that 
those holders thereof are now considered holders 
of beneficial interests in the Trust. According to the 
application, Applicant held $655,475.32 repre- 
senting unclaimed prior liquidating distributions, 
which was transferred to the Trust. 


Applicant states that it currently has no assets and 
is not now engaged and does not propose to en- 
gage in any business activities other than those 
activities necessary for the final winding up of its 
affairs. Applicant further states that it has no debts 
or liabilities since any debts or other liabilities 
which were outstanding were assumed by the 
Trust, is not a party to any litigation or administra- 
tive proceedings and has no securityholders. Fi- 
nally, Applicant states that it filed a Certificate of 
Dissolution with the New York Secretary of State 
on July 30, 1975. 


Section 8(f) of the Act provides, in part, that when 
the Commission upon application finds that a reg- 
istered investment company has ceased to be an 
investment company, it shall so declare by order 
and, upon the taking effect of such order, the reg- 
istration of such company shall cease to be in ef- 
fect. 


NOTICE IS FURTHER GIVEN that any interested 
persons may, not later than March 2, 1981, at 5:30 
p.m., submit to the Commission in writing, a re- 
quest for a hearing on the application accom- 
panied by a statement as to the nature of his or 
her interest, the reasons for such request and the 
issues, if any, of fact or law proposed to be con- 
troverted, or he or she may request that he or she 
be notified if the Commission shall order a hearing 
thereon. Any such communication should be ad- 
dressed: Secretary, Securities and Exchange 
Commission, Washington, D.C. 20549. A copy of 
such request shall be served personally or by mail 
upon Applicant at the address stated above. Proof 
of such service (by affidavit or, in the case of an 
attorney-at-law, by certificate) shall be filed con- 
temporaneously with the request. As provided by 
Rule 0-5 of the Rules and Regulations promul- 
gated under the Act, an order disposing of the ap- 
plication herein will be issued as of course follow- 
ing said date unless the Commission thereafter 
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orders a hearing upon request or upon the Com- 
mission’s own motion. Persons who request a 
hearing, or advice as to whether a hearing is or- 
dered, will receive any notices and orders issued 
in this matter, including the date of the hearing (if 
ordered) and any postponements thereof. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11608/February 5, 1981 


In the Matter of 


CALVERT TAX-FREE RESERVES 
1700 Pennsylvania Avenue, N.W. Suite 270 
Washington, D.C. 20006 


(812-4794) 


NOTICE OF FILING OF APPLICATION FOR AN 
ORDER OF THE COMMISSION PURSUANT TO 
SECTION 6(c) OF THE INVESTMENT COMPANY 
ACT OF 1940 GRANTING EXEMPTIONS FROM 
THE PROVISIONS OF SECTION 2(a)(41) OF THE 
ACT AND RULES 2a-4 AND 22c-1 THEREUNDER. 


NOTICE IS HEREBY GIVEN that Calvert Tax-Free 
Reserves (‘Applicant’), registered under the In- 
vestment Company Act of 1940 (‘‘Act’) as an 
open-end, diversified, management investment 
company, filed an application on December 31, 
1980, and amendments thereto on January 14, 
1981, and January 19, 1981, requesting an order 
of the Securities and Exchange Commission 
(“Commission”) pursuant to Section 6(c) of the 
Act, exempting Applicant from the provisions of 
Section 2(a)(41) of the Act and Rules 2a-4 and 
22c-1 under the Act to the extent necessary to 
permit Applicant to value its portfolio assets pur- 
suant to the amortized cost method of valuing 
portfolio securities. All interested persons are re- 
ferred to the application on file with the Commis- 
sion for a statement of the representations con- 
tained therein which are summarized below. 
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Applicant, a so-called “series” investment com- 
pany, will offer investors two separate and distinct 
portfolios of municipal obligations (referred to as 
the Money Market Portfolio and the Limited-Term 
Portfolio). Applicant’s investment objective is to 
achieve the highest level of interest income 
exempt from federal income taxes as is consistent 
with prudent investment management, preserva- 
tion of capital, and the quality and maturity 
characteristics prescribed for each Portfolio. The 
two Portfolios differ in their anticipated income 
yields, quality, length of maturity, and capital value 
volatility. Applicant’s investment adviser is Calvert 
Municipal Management Company, and its shares 
are sold without a sales charge. 


The Money Market Portfolio will offer substantial 
individual and institutional investors the opportu- 
nity to invest in a diversified portfolio of short-term, 
high quality municipal obligations whose interest 
payments are exempt from federal income tax, as 
well as commitments to purchase such obligations 
on a “when-issued” basis. Those short-term, high 
quality municipal obligations purchased on a 
“when issued” basis will be treated and valued 
pursuant to all the conditions contained in Invest- 
ment Company Act Release No. 10666 (April 18, 
1979). The Money Market Portfolio, from time to 
time on a temporary basis, may also invest in tax- 
able, high quality short-term investments, such as 
U.S. Government obligations, certificates of de- 
posit, commercial paper, and short-term repur- 
chase agreements. It is a fundamental policy of 
Applicant that during normal market conditions, 
the Money Market Portfolio’s assets will be in- 
vested so that at least 80% of its annual income 
will be tax-exempt. 


The obligations that the Money Market Portfolio 
may purchase include both fixed rate and variable 
rate securities. Variable rate obligations have a 
yield which is adjusted periodically based upon 
changes in the level of prevailing interest rates. As 
a result, the value of variable rate obligations is 
less affected by changes in interest rates. All vari- 
able rate investments by the Money Market 
Portfolio will be restricted to short-term, high qual- 
ity obligations. With respect to variable rate certifi- 
cates of deposit maturing in 180 days or less from 
the time of purchase with interest rates adjusted 
on a monthly cycle, the Fund may use the period 
remaining until the next rate adjustment date for 
purposes of determining the average weighted 
portfolio maturity of the Money Market Portfolio. 


SEC DOCKET/1627 





Until such time as the Commission has determined 
otherwise, upon persuasive evidence submitted by 
Applicant, Applicant will use the remaining period 
to maturity of all other variable rate instruments for 
purposes of determining the average weighted 
portfolio maturity of the Money Market Portfolio. 


Applicant additionally has authority to purchase 
securities at a price which would result in a yield to 
maturity lower than that generally offered by the 
seller at the time of purchase when it can acquire 
at the same time the right to sell the securities 
back to the seller at an agreed upon price at any 
time during a stated period or on a specified date. 
Such right is generally denoted as a “put’’. Appli- 
cant does not currently intend to enter into any 
such transactions but reserves the right to do so in 
the future. No such transactions will be entered 
into unless Applicant’s board of trustees has ap- 
proved the proposed terms of such transactions 
and such terms are specified in a subsequent 
prospectus that has been declared effective by the 
Securities and Exchange Commission. 


Investments by the Money Market Portfolio will be 
limited to those municipal obligations considered 
to be of high quality by a commercial credit rating 
service, such as Moody’s Investors Service, Inc. 
(Aaa, Aa, MIG-1 and MIG-2) or Standard & Poor's 
Corporation, Inc. (AAA and AA) or, in the case of 
any instrument that is not rated, of comparable 
quality as determined by Applicant’s board of 
trustees. 


Investments by the Money Market Portfolio will be 
limited to obligations with remaining maturities of 
one year or less. The Money Market Portfolio will 
maintain a dollar-weighted average portfolio 
maturity of 120 days or less. 


The Money Market Portfolio intends to declare and 
pay daily dividends of its net investment income to 
shareholders of record as of the close of business 
that day. Net investment income will consist of the 
interest income earned on the Money Market 
Portfolio’s investments (adjusted for amortization 
of original issue or market discounts or premiums), 
less estimated expenses. Dividends will be auto- 
matically reinvested at net asset value in addi- 
tional shares. Capital gains, if any, will be distrib- 
uted after the end of Applicant's fiscal year. 
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The net asset value per share of the Money Mar- 
ket Portfolio, the price at which shares are issued 
and redeemed, will be computed by dividing the 
value of the Portfolio’s total assets, less its 
liabilities, by the total number of shares outstand- 
ing. Net asset value will be determined every busi- 
ness day at 5:00 p.m., Eastern time. 


As here pertinent, Section 2(a)(41) of the Act de- 
fines value to mean: (1) with respect to securities 
for which market quotations are readily available, 
the market value of such securities, and (2) with 
respect to other securities and assets, fair value 
as determined in good faith by the board of direc- 
tors. Rule 22c-1 adopted under the Act provides, 
in part, that no registered investment company or 
principal underwriter therefor issuing any redeem- 
able security shall sell, redeem, or repurchase any 
such security except a price based on the current 
net asset value of such security which is next 
computed after receipt of a tender of such security 
for redemption or of an order to purchase or sell 
such security. Rule 2a-4 adopted under the Act 
provides, as here relevant, that the ‘current net 
asset value” of a redeemable security issued by a 
registered investment company used in computing 
its price for the purposes of distribution, repur- 
chase and redemption shall be an amount which 
reflects calculations made substantially in accord- 
ance with the provisions of that rule, with esti- 
mates used where necessary or appropriate. Rule 
2a-4 further states that portfolio securities with re- 
spect to which market quotations are readily avail- 
able shall be valued at current market value, and 
that other securities and assets shall be valued at 
fair value as determined in good faith by the board 
of directors of the registered company. Prior to the 
filing of the application, the Commission ex- 
pressed its view that, among other things: (1) Rule 
2a-4 under the Act requires that portfolio instru- 
ments of “money market” funds be valued with 
reference to market factors, and (2) it would be in- 
consistent, generally, with the provisions of Rule 
2a-4 for a ‘‘money market’ fund to value its 
portfolio instruments on an amortized cost basis 
(Investment Company Act Relase No. $786, May 
31, 1977). 


Section 6(c) of the Act provides, in part, that the 
Commission, by order upon application, may con- 
ditionally or unconditionally exempt any person, 
security or transaction, or any class or classes of 
persons, securities or transactions, from any pro- 
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vision or provisions of the Act or of the rules or 
regulations thereunder, if and to the extent that 
such exemption is necessary or appropriate in the 
public interest and consistent with the protection of 
investors and the purposes fairly intended by the 
policy and provisions of the Act. 


Applicant hereby requests an exemption from the 
provisions of Section 2(a)(41) of the Act and Rules 
2a-4 and 22c-1 thereunder to the extent necessary 
to permit its Money Market Portfolio to value its 
portfolio by means of the amortized cost method of 
valuation (i.e., valuing securities at cost, adjusted 
for amortization of premium or accretion of dis- 
count). 


In support of the relief requested, Applicant states 
that many sophisticated individual and institutional 
investors require an investment vehicle that has a 
stable capital value and a constant and steady 
flow of investment income. The Applicant believes 
that, in order to attract such investors and retain 
them as shareholders, the Money Market Portfolio 
must have a stable net asset value per share and 
must be able to pay dividends that do not fluctuate 
as a consequence of changes in the values of its 
portfolio securities. 


By investing in high quality, short term municipal 
obligations and valuing such securities on the 
basis of their amortized cost, Applicant maintains 
that the Money Market Portfolio will benefit such 
investors by providing an investment vehicle less 
subject to fluctuation than under alternative proce- 
dures whereby its daily dividend would be adjusted 
by all realized and unrealized gains and losses on 
its portfolio securities. Management of Applicant 
believes that, with respect to a portfolio of munici- 
pal obligations with a dollar-weighted average 
maturity of 120 days or less, the discrepancy be- 
tween market value and amortized cost is neglible. 
Furthermore, Applicant states that a number of 
tax-exempt money market funds with which it will 
be in competition now value their security portfolio 
using amortized cost. 


Applicant's board of trustees has determined in 
good faith that in light of the characteristics of the 
Money Market Portfolio as described above, ab- 
sent unusual or extraordinary circumstances, the 
amortized cost method of calculating the net asset 
value per share of the Money Market Portfolio is 
appropriate and in the best interests of sharehold- 
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ers of the Money Market Portfolio and reflects fair 
value of such securities. 


As a condition to the granting of the exemption re- 
quested herein, Applicant agrees that the following 
may be made conditions of the order: 


1. In supervising the Money Market Portfolio’s op- 
erations and delegating special responsibilities in- 
volving portfolio management to Applicant’s in- 
vestment adviser, Applicant's board of trustees 
undertakes—as a particular responsibility within 
its overall duty of care owed to Applicant’s 
shareholders—to establish procedures reasonably 
designed, taking into account current market con- 
ditions and the Money Market Portfolio’s invest- 
ment objectives, to stabilize the Money Market 
Portfolio’s net asset value per share, as computed 
for the purpose of distribution, redemption and re- 
purchase at $1.00 per share. 


2. Included within the procedures to be adopted by 
the board of trustees shall be the following: 


(a) Review by the board of trustees, as it deems 
appropriate and at such intervals as are reason- 
able in light of current market conditions, to deter- 
mine the extent of deviation, if any, of the net 
asset value per share as determined by using 
available market quotations from the Money Mar- 
ket Portfolio’s $1.00 amortized cost price per 
share, and maintenance of records of such review. 
To fulfill this condition, the Applicant will use actual 
quotations or estimates of market value which re- 
flect current market conditions chosen by its board 
of trustees in the exercise of its discretion to be 
appropriate indicators of value. The quotations or 
estimates utilized may include, inter alia, (1) quo- 
tations or estimates of market value for individual 
portfolio instruments, or (2) values obtained from 
yield data relating to classes of municipal securi- 
ties furnished by reputable sources. 


(b) In the event such deviation from the $1.00 
amortized cost price per share exceeds 1 of 1%, 
the board of trustees will promptly consider what 
action, if any, should be initiated. 


(c) Where the board of trustees believes the extent 
of any deviation from the Money Market Portfolio’s 
$1.00 amortized cost price per share may result in 
material dilution or other unfair results to investors 
or existing shareholders, it shall take such action 
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as it deems appropriate to eliminate or to reduce 
to the extent reasonably practicable such dilution 
or unfair results, which action may include: redemp- 
tion of shares in kind; the sale of portfolio secu- 
rities prior to maturity to realize capital gains or 
losses, or to shorten Applicant’s average portfolio 
maturity; withholding dividends; or utilizing a net 
asset value per share as determined by using 
available market quotations. 


3. The Money Market Portfolio will maintain a 
dollar-weighted average portfolio maturity appro- 
priate to its objective of maintaining a stable net 
asset value per share; provided, however, that the 
Money Market Portfolio will not (a) purchase any 
instrument with a remaining maturity at the date of 
acquisition of greater than one year, or (b) main- 
tain a dollar-weighted average portfolio maturity in 
excess of 120 days. In fulfilling this condition, if the 
disposition of a portfolio instrument results in a 
dollar-weighted average portfolio maturity in ex- 
cess of 120 days, the Money Market Portfolio will 
invest its available cash in such a manner as to 
reduce its dollar-weighted average portfolio 
maturity to 120 days or less as soon as reasonably 
practicable. 


4. Applicant will record, maintain and preserve 
permanently in an easily accessible place a written 
copy of the procedures (and any modifications 
thereto) described in condition 1 above, and Appli- 
cant will record, maintain and preserve for a period 
of not less than six years (the first two years in an 
easily accessible place) a written record of the 
board of trustees’ considerations and actions 
taken in connection with the discharge of its re- 
sponsibilities, as set forth above, to be included in 
the minutes of the board of trustees’ meetings. 
The documents preserved pursuant to this condi- 
tion shall be subject to inspection by the Commis- 
sion in accordance with Section 31(b) of the Act as 
though such documents were records required to 
be maintained pursuant to rules adopted under 
Section 31(a) of the Act. 


5. The Money Market Portfolio will limit its portfolio 
investments, including repurchase agreements, if 
any, to those U.S. dollar-denominated instruments 
which the board of trustees determines present 
minimal credit risks, and which are of high quality 
as determined by any major rating service, or, in 
the case of any instrument that is not rated, of 
comparable quality as determined by the board of 
trustees. 
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6. Applicant will include in each quarterly report, 
as an attachment to Form N-1Q, a statement as to 
whether any action pursuant to condition 2(c) was 
taken during the preceding fiscal quarter, and, if 
any action was taken, will describe the nature and 
circumstances of such action. 


Applicant respectfully requests an order of the 
Commission exempting its Money Market Portfolio 
from the provisions of Section 2(a)(41) of the Act 
and Rules 2a-4 and 22c-1 thereunder to the extent 
necessary to permit the Money Market Portfolio to 
value its portfolio securities using the amortized 
cost method of valuation. Applicant submits that 
such order is appropriate in the public interest and 
consistent with the protection of investors and the 
purposes fairly intended by the policy and provi- 
sions of the Act. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than March 2, 1981, at 5:30 
p.m., submit to the Commission in writing a re- 
quest for a hearing on the application accom- 
panied by a statement as to the nature of his inter- 
est, the reasons for such request, and the issues, 
if any, of fact or law proposed to be controverted, 
or he may request that he be notified if the Com- 
mission shall order a hearing thereon. Any such 
communication should be addressed: Secretary, 
Securities and Exchange Commission, Washing- 
ton, D.C. 20549. A copy of such request shall be 
served personally or by mail upon Applicant at the 
address stated above. Proof of such service (by 
affidavit or, in the case of an attorney-at-law, by 
certificate) shall be filed contemporaneously with 
the request. As provided by Rule 0-5 of the Rules 
and Regulations promulgated under the Act, an 
order disposing of the application herein will be is- 
sued as of course following said date unless the 
Commission thereafter orders a hearing upon re- 
quest or upon the Commission's own motion. Per- 
sons who request a hearing, or advice as to 
whether a hearing is ordered, will receive any 
notices and orders issued in this matter, including 
the date of the hearing (if ordered) and any post- 
ponements thereof. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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INVESTMENT COMPANY ACT OF 1940 
Release No. 11609/Feb. 5, 1981 


Delegation of Authority to Director of Division of 
Investment Management 


ACTION: Final rule amendments. 


SUMMARY: The Commission is amendings its 
rules relating to general organization to delegate 
to the Director of the Division of Investment Man- 
agement authority to grant, deny, and revoke a 
prior grant of, requests for confidential treatment 
of information filed by institutional investment 
managers. This change will enable the Commis- 
sion and its staff to process requests for confiden- 
tiality more expeditiously, resulting in savings of 
time for the Commission and the public. 


EFFECTIVE DATE: Upon publication in the Fed- 
eral Register. 


FOR FURTHER INFORMATION CONTRACT: 


Jane A. Kanter (202) 272-2112, 
Susan P. Hart (202) 272-2098, or 
Anthony A. Vertuno (202) 272-2107 
Division of Investment Management 
Securities and Exchange Commission 
500 North Capitol Street 

Washington, D.C. 20549 


SUPPLEMENTARY INFORMATION: 


On June 5, 1978, the Securities and Exchange 
Commission (‘‘Commission’’) announced the 
adoption of Securities Exchange Act rule 13f-1 [17 
CFR 240.13f-1] and related Form 13F [17 CFR 
249.325], pursuant to section 13(f) [15 U.S.C. 
78m(f)] of the Securities Exchange Act of 1934 [15 
U.S.C. 78a et seq.] (‘Act’). Securities Exchange 
Act Release No. 14852 [43 FR 26700 (June 22, 
1978)]. Under the rule, as amended by Securities 
Exchange Act Release No. 15461 (Jan. 5, 1979) 
[44 FR 3033 (Jan. 15, 1979)], an institutional in- 
vestment manager exercising investment discre- 
tion, as defined in section 3(a)(35) of the Act [15 
U.S.C. 78(c)(a)(35)], with respect to accounts 
having $100,000,000 or more in exchange-traded 
or NASDAQ-quoted equity securities on the last 
trading day of any of twelve months of a calendar 
year, must file five copies of Form 13F with the 
Commission and with the appropriate bank regu- 
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latory agency if the manager is a bank. The form 
must be filed within 45 days after the last day of 
such calendar year and within 45 days after the 
last day of the first three calendar quarters of the 
subsequent year. The form requires the reporting 
of the name of the issuer, and the title of class, 
CUSIP number, number of shares or principal 
amount in the case of convertible debt, and aggre- 
gate fair market value of each such managed 
equity security. The form also requires information 
concerning the nature of investment discretion and 
voting authority possessed. 


The rule implemented the institutional disclosure 
program mandated by Congress in section 13(f) of 
the Act. Section 13(f)(3) of the Act requires that in 
general the Commission make the information in 
reports on Form 13F promptly available to the 
public, but further provides that: 


[T]he Commission, as it determines to 
be necessary or appropriate in the pub- 
lic interest or for the protection of in- 
vestors, may delay or prevent public 
disclosure of any such information in 
accordance with section 552 of title 5, 
United States Code [the Freedom of 
Information Act]. Notwithstanding [the 
requirement to make information public 
contained in] the preceding sentence, 
any such information identifying the se- 
curities held by the account of a natural 
person or an estate or trust (other than 
a business trust or investment com- 
pany) shall not be disclosed to the pub- 
lic. 


On June 28, 1979, the Commission amended 
General Instruction D of Form 13F to clarify that 
requests for confidential treatment under section 
13(f)(3) are to be made in accordance with the 
procedure set forth in rule 24b-2 [17 CFR 
240.24b-2] under the Act. Securities Exchange 
Act Release No. 15979 (June 28, 1979) [44 FR 
39386 (July 6, 1979)]. At the same time, the 
Commission also amended General Instruction D 
to require managers requesting confidential treat- 
ment to submit certain factual information to en- 
able the Commission to make an informed judg- 
ment on the merits of a request. 


In order to grant, deny, or revoke prior grants of 
requests for confidentiality pursuant to the rule as 
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expeditiously as possible, the Commission is 
amending rule 30-5 [17 CFR 200.30-5] of its rules 
relating to general organization to delegate to the 
Director of the Division of Investment Management 
authority to grant and deny applications for confi- 
dential treatment filed pursuant to section 13(f)(3) 
and section 24(b) [15 U.S.C. 78x(b)] of the Act 
and rule 24b-2 thereunder, and to revoke a pre- 
vious grant of confidential treatment for any such 
application. Under rule 24b-2(d)(2), in any case 
where an objection to disclosure has been disal- 
lowed or where a prior grant of confidential treat- 
ment has been revoked, the person who requested 
such treatment will be so informed by registered or 
certified mail to the person or his agent for service. 
Pursuant to the Commission's rule 26 of its rules 
relating to general organization, persons making 
objections to disclosure may petition the Commis- 
sion for review of a determination by the Division 
disallowing objections or revoking confidential 
treatment. 


Accordingly, Part 200 of Chapter II of Title 17 of 
the Code of Federal Regulations is hereby 
amended by adding a new paragraph (c-1) to 
§ 200.30-5 to read as follows: 


PART 200—ORGANIZATION; CONDUCT AND 
ETHICS; AND INFORMATION AND REQUESTS 


§ 200.30-5 Delegation of authority to Director of 
Division of Invest Management. 


x*eekk 


(c-1) With respect to the Securities Exchange Act 
of 1934: 


(1) To grant and deny applications filed 
pursuant to section 24(b) of the Securi- 
ties Exchange Act of 1934 [15 U.S.C. 
78x(b)] and rule 24b-2 thereunder 
(§ 240.24b-2 of this chapter) for confi- 
dential treatment of information filed 
pursuant to section 13(f) of that Act [15 
U.S.C. 78m(f)] and rule 13f-1 thereun- 
der [§ 240.13f-1 of this chapter]; and 


(2) To revoke a grant of confidential 
treatment for any such application. 


x~ eek k 


The Commission finds, in accordance with sec- 
tions 553(b) and 553(d) of the Administrative Pro- 


1632/SEC DOCKET 


cedure Act [15 U.S.C. 553(b) and 553(d)], that the 
foregoing action relates solely to agency organiza- 
tion, procedure, or practice and, accordingly, 
notice and prior publication for comment are un- 
necessary. Furthermore, in accordance with sec- 
tion 23(a)(2) of the Act [15 U.S.C. 78w(a)(2)], to 
the extent it may be applicable to this action, the 
Commission perceives no burden on competition 
which would be imposed by this rule amendment. 


(Pub. L. No. 87-592, 76 Stat. 394, 395, as 
amended, 15 U.S.C. 78d-1, 78d-2). 


By the Commission. 


George A. Fitzsimmons 
Secretary 








LITIGATION 





Litigation Release No. 9281/February 3, 1981 


SEC v. TEXAS INTERNATIONAL COMPANY (N.D. 
ILL., Civ. No. 78-C-847) 


William D. Goldsberry, Administrator of the 
Chicago Regional Office, announced that on 
January 30, 1981, a Stipulation was filed with the 
Court in which Texas International Company (TI) 
agreed that it would comply with the provisions of 
Section 13(d) of the Securities Exchange Act of 
1934 in making any tender offers. In addition, TI 
agreed that, in connection with any tender offer, it 
would not make any untrue statements of material 
fact or omit to state material facts and would not 
engage in any fraudulent, deceptive or manipula- 
tive acts or practices. 


On the basis of the filed Stipulation, the Honorable 
Prentice H. Marshall entered an order dismissing 
the Commission’s action. 


For further information, see Litigation Release No. 
8330. 
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Litigation Release No. 9282/February 3, 1981 
1981 


SECURITIES AND EXCHANGE COMMISSION v. 
CLARK O. SCHAFER, (N.D. Cal., Civil Action No. 
C-81-0516-TEH.) 


Michael J. Stewart, Regional Administrator of the 
Commission’s Los Angeles Regional Office, and 
Bobby C. Lawyer, Associate Regional Adminis- 
trator of the Commission’s San Francisco Branch 
Office, announced that on January 28, 1981, the 
Commission filed a civil action in the United States 
District Court for the Northern District of California 
naming, as defendant, Clark O. Schafer 
(“Schafer”), of Piedmont, California. 


The complaint seeks to enjoin Schafer from further 
violations of Section 17(a) of the Securities Act of 
1933, Section 10(b) of the Securities Exchange 
Act of 1934 and Rule 10b-5 thereunder, and also 
requests the appointment of a receiver. 


The complaint alleges that from December 1975 to 
the present, Schafer obtained over $1 million from 
over 300 investors through the offer and sale of 
limited partnership interests and promissory notes, 


and that in connection with such offers and sales, 
Schafer made oral and written statements which 
represented, without adequate basis, that inves- 
tors could reasonably expect to receive spectacu- 
lar profits—in some cases, projected to be several 
hundred percent or more; falsely minimized the fi- 
nancial risks involved in making the investment; 
falsely stated that Schafer would use partnership 
funds solely for partnership purposes; and made 
other false and misleading statements. 


Additionally, the complaint alleges that Schafer 
caused funds to be transferred from some of the 
eight limited partnerships to others, and to himself, 
without prior disclosure to, or authorization by, the 
limited partners. 


Litigation Release No. 9283/February 4, 1981 
SECURITIES AND EXCHANGE COMMISSION v. 
MONTEREY SECURITIES CORPORATION AND 
PATRICK LEROY McDONALD, (N.D. Cailif., Civil 
Action No. C-80-4024) 


Michael Stewart, Regional Administrator of the 
Commission's Los Angeles Regional Office, and 
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Bobby C. Lawyer, Associate Regional Adminis- 
trator in charge of the Commission’s San Fran- 
cisco Branch Office, announced that on De- 
cember 30, 1980, the Honorable Marilyn Hall 
Patel, of the United States District Court for the 
Northern District of California, issued an Order of 
Permanent Injunction against Monterey Securities 
Corporation (‘Monterey’), a San Francsico-based 
broker-dealer registered with the Commission, and 
Patrick Leroy McDonald (“McDonald”), the com- 
pany’s president and sole shareholder, enjoining 
them from future violations of the net capital, pro- 
tection of customer funds and securities, book- 
keeping, and anti-fraud provisions of the federal 
securities laws. The court also enjoined McDonald, 
as an individual, from future violations of the 
beneficial ownership reporting provisions. The 
defendants consented to the entry of the injunction 
without admitting or denying the allegations of the 
complaint. 


The Commission’s complaint, filed on October 24, 
1980, alleged that Monterey and McDonald vio- 
lated Section 17(a) of the Securities Act of 1933, 
and Sections 10(b), 15(c)(3), and 17(a) of the Se- 
curities Exchange Act of 1934 and Rules 10b-5, 
15c3-1, 15c3-3, and 17a-3 thereunder. The com- 
plaint also charged McDonald, individually, with 
violations of Rules 12b-20 and 13d-1 of the Secu- 
rities Exchange Act of 1934. 


With the consent of the Commission, the Securi- 
ties Protection Corporation (“SIPC”) intervened on 
October 24, 1980 in the Commission's action. The 
SIPC’s portion of the proceeding has been trans- 
ferred to the Bankruptcy Court for the Northern 
District of California in San Francisco. 


For further information, see Litigation Release No. 
9233. 


Litigation Release No. 9284/January 30, 1981 


SECURITIES AND EXCHANGE COMMISSION v. 
MEDISCIENCE TECHNOLOGY CORPORATION 
(United States District Court for the District of Co- 
lumbia, Civil Action No. 30-3266) 


The Commission announced today that on 
January 30, 1981, the United States District Court 
for the District of Columbia entered a Final 
Judgment of Permanent Injunction against 
Mediscience Technology Corporation (‘“Medisci- 
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ence’) of Moorestown, New Jersey, restraining 
and enjoining Mediscience from failing to file 
timely periodic reports and ordering it to comply 
with certain undertakings. Mediscience, consent- 
ing to the entry of the Court’s judgement, admitted 
that it had failed to filed seven reports with the 
Commission. The Commission’s Complaint was 
filed on December 23, 1980. 


The Complaint had alleged that Mediscience, as 
part of a continuing course of violative conduct, 
failed to file with the Commission certain Annual 
and Quarterly Reports required to have been filed. 
Mediscience has agreed to adopt certain proce- 
dures to assure timely filing of reports required to 
be filed under the Securities Exchange Act of 
1934. 


Staff Accounting Bulletin No. 40 
January 23, 1981 


ACTION: Publication of Staff Accounting Bulletin. 


SUMMARY: This staff accounting bulletin repre- 
sents a codification of the material included in staff 
accounting bulletin nos. 1-38. It deletes these 
bulletins and replaces them with an integrated 
package which has been updated and indexed. 
The principal revisions relate to deletion of mate- 
rial no longer necessary because of private sector 
developments in generally accepted accounting 
principles and recent Commission actions. This 
material has been updated to give effect to recent 
Commision revisions of rules and forms as part of 
the integration of the disclosure system under the 
various securities acts. The purpose of this publi- 
cation is to make the staff accounting bulletins 
more useful to issuers, accountants and others. 


DATE: January 23, 1981 


FOR FURTHER INFORMATION CONTACT: Ed- 
mund Coulson or John W. Albert, Office of the 
Chief Accountant (202-272-2130) or Howard P. 
Hodges, Jr., Chief Accountant, Division of Corpo- 
ration Finance (202-272-2553), Securities and Ex- 
change Commission, Washington, D.C. 20549. 


SUPPLEMENTARY INFORMATION: On 
November 4, 1975, the Commission’s Division of 
Corporation Finance and the Office of the Chief 
Accountant instituted a series of Staff Accounting 
Bulletins (““SABs’”) with the publication of SAB No. 
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1. Since that time, a total of 39 SABs' have been 
issued covering a wide range of topics including 
financial statement matters, business combina- 
tions, senior securities, equity accounts, miscel- 
laneous accounting, interpretations of accounting 
series releases, real estate companies, retail 
companies, finance companies, and miscellane- 
ous disclosure matters. 


SABs represent interpretations and practices fol- 
lowed by the Division of Corporation Finance and 
the Office of the Chief Accountant in administering 
the disclosure requirements of the Federal securi- 
ties laws; they are not rules or interpretations of 
the Commission, nor do they bear official Com- 
mission approval. The Commission's staff issues 
SABs as a means of informing the financial com- 
munity of its views on certain matters relating to 
accounting and disclosure practices. In general, 
SABs are considered to be an effective and ex- 
peditious means of communication and contribute 
to consistency in the implementation of the Fed- 
eral securities laws. 


In an effort to improve the usefulness of the SABs, 
the Commission’s staff has conducted a com- 
prehensive review of the material includes in SAB 
Nos. 1-38. As a result, the staff has determined 
that it is necessary to revise and update certain of 
these materials. In addition, the staff has deter- 
mined that re-issuing the revised and updated 
materials in a codified form would insignificantly 
improve their readability, and thus their useful- 
ness. Therefore, this SAB supersedes SAB Nos. 1 
through 38. 


The principal revisions incorporated in the codified 
version relate to the deletion of material no longer 
necessary because of recent Commission actions 
and developments in generally accepted account- 
ing principles—largely attributed to the activities 
of the Financial Accounting Standards Board 
(“FASB”). For example, due to the issuance of the 





'The codification does not include the material in 
SAB No. 39 which was issued on October 6, 1980. 
SAB No. 39 interprets certain accounting series 
releases dealing with independence of account- 
ants. The staff is presently studying the issues 
covered in SAB No. 39 and expects to either 
clarify its views, or recommend that the Commis- 
sion address this area in the form of an accounting 
series release, in the near future. 
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FASB’s Statement of Financial Accounting Stand- 
ards No. 33, “Financial Reporting and Changing 
Prices,” and the Commission’s subsequent rescis- 
sion? of its replacement cost rule, the interpreta- 
tions of Accounting Series Release (“ASR”) No. 
190 (previously Topic 6.1) are no longer necessary, 
and therefore have been deleted. Similarly, since 
ASR No. 163, “Capitalization of Interest by Com- 
panies Other than Public Utilities,’ was rescinded? 
in response to the establishment by the FASB of a 
financial accounting and reporting standard for 
capitalization of interest cost (Statement of Finan- 
cial Accounting Standards No. 34, “Capitalization 
of Interest Cost”), the interpretations of ASR No. 
163 (previously Topic 6.D) have been deleted. 
Other examples of deletions to the SABs made 
possible by private sector standard-setting initia- 
tives relate to accounting for leases, prior period 
adjustments and involuntary conversions. 


The SABs have been revised to take into account 
the recent Commission initiatives designed to 





2See Accounting Series Release No. 271, “Dele- 
tion of Requirement to Disclose Replacement Cost 
Information” (October 23, 1979). Under ASR 271, 
the requirements for disclosure of replacement 
cost data will no longer apply for fiscal years end- 
ing on or after December 25, 1980—the date that 
the FASB’s Statement No. 33 becomes fully effec- 
tive. For registrants with fiscal years ending prior 
to December 25, 1980, an automatic waiver of the 
replacement cost rule is provided when the current 
cost disclosures called for by Statement No. 33 
are included in their financial reports. Thus, it is 
possible that after the date of this SAB, some 
companies who choose not to take advantage of 
the automatic waiver will be required to include re- 
placement cost data in filing with the Commission. 
In these cases, it should be noted that not- 
withstanding the deletive action in this SAB, regis- 
trants would be expected to follow the guidance 
previously given in the SABs. 


3See Accounting Series Release No. 272, 
“Rescission of Moratorium on Capitalization of 
Interest Cost” (November 6, 1979). 
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facilitate the integration of the disclosure system 
under the various securities acts. In August 1980, 
the Commission adopted a group of rulemaking 
initiatives* which, taken together, constitute by far 
the single most important advance toward achiev- 
ing the Commission’s longstanding goals of an in- 
tegrated and simplified disclosure system. Among 
the releases adopted were amendments to the 
present annual report Form 10-K required to be 
filed by most publicly owned companies, uniform 
instructions to govern the periods covered by fi- 
nancial statements included in most registration 
and reporting forms filed under the 1933 and 1934 
Acts, as well as in annual reports to shareholders 
(this release also substantially conforms require- 
ments for interim financial information under the 
1933 Act with those under the 1934 Act), and revi- 
sions to certain articles of Regulation S-X to give 
recognition to the accounting standard-setting ef- 
forts of the private sector and to react to the ever 
changing needs of users of financial statements. 


The previous SABs contained numerous refer- 
ences to various articles in Regulation S-X which 
have changed—these references have been re- 
vised in the codification. In addition, various 
changes and deletions have been made to reflect 
other aspects of the integration program, including 
the deletion of the five-year summary of opera- 
tions, the revised management's discussion and 
analysis, the content of the annual report to share-. 
holders, updating of financial statements, incorpo- 
ration by reference, and various specific changes 
to Regulation S-X such as in the areas of disclo- 
sure of compensating balances and short term 
debt, and income tax expense. 


Following is a reference table of changes which 
shows the old topic and subsection (as they 
existed prior to this SAB), the source of the mate- 
rial (SABs 1-38), the disposition of the material 
(either no change, updating, or deletion as per this 
SAB), and the new topic and subsection as 
codified in this SAB. 





4See Securities Act Release Nos. 6231, 6232, 
6233, 6234 (September 25, 1980). 
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STAFF ACCOUNTING BULLETINS (SABs) 
REFERENCE TABLE OF CHANGES 


Old New 
Reference Reference 
Topic Topic 

Paragraph Disposition Paragraph 





General Principles Intended as Guidance for Substance 
Events and Transactions with Similar included in 
Accounting Implications note to 

table of 
contents 











FINANCIAL STATEMENTS 





Target Campanies 
Question 1 
Question 2 

Parent Only Financial Statements 

Unaudited Financial Statements for a Full Year 

Filings on Form S-14 

Headnote to Summary of Operations 

Foreign Campanies 

Convenience Statements 


"Free Distributions" by Japanese Campanies 
Requirements for Audited or Certified 
Financial Statements 
Meaning of the Word "Audited" 
Qualified Auditors' Opinions 
Incorporation by Reference 
Question 1 
Question 2 
Question 3 
Tax Loss Carryforward—Form 8-K 
Summary of Operations—Capsule Updating 





N/C No Substantive Change 

(1) Updated for Integrated Disclosure 
Program Releases 

(2) Deleted 
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Old New 
Re ference Reference 
Topic Topic 
Paragraph Disposition Paragraph 





2 BUSINESS COMBINATIONS 2 





A Purchase Method A 
1 Cash Contingencies 1 
2 Determination of the Acquiring 

Corporation 
Merger Expenses 


SENIOR SECURITIES 





Convertible Securities (1) 
Fixed Charge Coverage Ratios for Debt and 

Preferred Stocks N/c 
Balance Sheet Presentation for Preferred 

Stock with Sinking Funds or Mandatory 

Redemption Features (1)*/ 


EQUITY ACCOUNTS 





Subordinated Debt N/c 
Subchapter S Corporations N/C 
Change in Capital Structure N/cC 
Quasi-Reorganizations (2) 
Cheap Stock N/C 
[Previously deleted] 
Receivables From Sale of Stock 
Question 1 (1) 
Question 2 


Limited Partnerships N/C 
Limitation on Payment of Dividends by Subsidiary 

Banks to Parent Holding Campany SAB 26 (2) 
Notes and Other Receivables from Affiliates SABs 31, 31A (1) 





*/ Also revised to clarify SAB 1 which allowed presentation of redeemable preferred stock 
at other than fair value at date of issue. 
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Old New 
Reference Reference 
Topic Topic 

Paragraph Disposition Paragrapt 





2 MISCELLANEOUS ACCOUNTING 5 





Expenses of Offering 
Gain or Loss from Disposition of Equipment 
Accrued Vacation Pay 
Reclassification of Self-Insurance Reserves 
Tax Benefit of Loss Carryforwards 
Current Recognition of Tax Benefit 
Question 


Question 
Realization of Tax Benefit 
Question 
Question 
Question 
Question 
(Previously deleted] 
Employee Stock Ownership Trust (ESOT) 
Prior Period Adjustments 
Real Estate Acquired in Foreclosure, 
Settlement, etc. 
Involuntary Conversions 
Organization and Offering Expenses and Selling 
Cammissions—Limited Partnerships Trading 
in Cammodity Futures 
Question 1 
Question 2 
Question 3 
Question 4 
Financing by Electric Utility Campanies 
Through Use of Construction Intermediaries 
Accounting for Divestiture of a Subsidiary or 
Other Business Operation 
Question 1 
Question 2 
Question 3 
Question 4 
Accounting Changes Not Retroactively Applied 
Due to Immateriality 





Deleted as a result of the issuance in November 1980 of FASB Statement No. 43, "Accounting 
for Canpensated Absences." It should be noted that although Statement No. 43 is not 
effective until fiscal years beginning after December 15, 1980, the staff will expect its 
principles, as they relate to vacation pay, to be applied in filings with the Cammission 
prior to that time. 
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Old 
Reference 
Topic 

Paragra 


New 
Reference 
Topic 
Disposition Paragraph 





6 INTERPRETATIONS OF ACCOUNTING SERIES RELEASES 6 





A Accounting Series Release No. 147—-Improved 
Disclosure of Leases 
[delete Subsections Al-A4] 





Accounting Series Release No. 148—Disclosure 
of Campensating Balances and Short-Term 
Borrowing Arrangements 

Applicability 
Annual Reports to Shareholders 
Arrangements with Other Lending 
Institutions 
Bank Holding Companies and Brokerage Firms 
Financial Statements of Parent Campany 
and Unconsolidated Subsidiaries 
Foreign Lenders 
Classification of Short-Term Obligations 
Financial Accounting Standards Board 
Statement No. 6 





Question 1 
Question 2 
Other Classifications of Debt Due Within 
One Year 
Question 1 
Question 2 
Debt Related to Long-Term Projects 
Campensating Balances 
Campensating Balances for Future Credit 
Availability 
Changes in Campensating Balances 
Float 
Miscellaneous 
Periods Required 
10-Q Disclosures 
Determining Average Interest Rate 


Accounting Series Release No. 149—Improved 
Disclosure of Income Tax Expense 





Inclusion in Annual Report 

Tax Rate Question 1 
Question 2 

Taxes of Investee Campany 

Net of Tax Presentation 
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Old New 
Reference Reference 


Topic Topic 
Paragraph Disposition Paragraph 


C5 Loss Years N/C 

6 Foreign Registrants Question 1 (1) 

Question 2 N/c 

7 Securities Gains and Losses N/c 
8 Tax Expense Camponents v. "Overall" 

Presentation cr) 





Accounting Series Release No. 163— 
Capitalization of Interest by Campanies 
Other than Public Utilities 
(Delete Subsections D1-D3] 





Accounting Series Release No. 166—Disclosure 
of Umisual Risks and Uncertainties in 
Financial Reporting 
Market Value Changes Question 1 SAB 
Question 2 SAB 
Insurance Campanies SAB 





Accounting Series Release No. 175—Rule 3A-02(e) 
Relating to Consolidated Financial 
Statements SAB 
Definitions 
Engaged in the Business 





Question 1 
Question 2 
All Nonsignificant Consolidated 
Subsidiaries not Otherwise Included 
Registrant's Investment 
Registrant's Total Assets 
Question 1 
Question 2 
Income (or Loss) Before Income Taxes and 
Extraordinary Items 
Proportionate Share 
Average Income 
Sales and Revenues Derived from Registrant 
Tests Under Rule 3A-02(e) 
Financial Statements Used 
Additional Statements/Omission of 
Statements 
Tests Apply to Subsidiary as a Whole 
Application of Tests 
Financial Statements to be Presented 
Subsidiaries 
Subsidiaries of Subsidiaries 
Question 1 
Question 2 
Nunber of Financial Statements 
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Old New 
Reference Reference 
Topic Topic 

Paragraph Disposition Paragraph 





6 F4 Presentation of Financial Statements 6 BA 
Significant Subsidiaries (1) ie 
Nonsignificant Subsidiaries (1) b 
General Form and Content N/c c 
Miscellaneous 
Separate Financial Statements in 
Form 10-Q (1) 
Retroactive Application Z (2) 
Annual Report to Shareholders (2) 


Accounting Series Release No. 159-- 
Management's Discussion and Analysis of the 
Summary of Earnings or Operations 
[Subsection 1-6] 





Accounting Series Release No. 177—Relating 
to Amendments to Form 10-Q and Regulation S-X 
Regarding Interim Financial Statements 

Amendments to Regulation S-X [new 

Item 12 of Regulation S-K] 

Effective Date of Amendments 
Question 1 
Question 2 

Disclosure of Selected Quarterly Financial 

Data in Notes to Financial Statements 

Question 1 





Financial Statements Presented on Other 
Than a Quarterly Basis 
Question 
Question 
Question 
Exemption from Item 12 Requirements 
Question 


Incorporation by Reference in Annual 
Reports to Shareholders 
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Old New 
Reference Reference 
Topic Topic 
Paragraph Disposition Paragraph 


Amendments to Form 10-Q 6 G2 
Effective Date of Amendments (2) --- 
Form of Condensed Financial Statements a 

Question 1 (1) 





Need for Supplemental Financial Statements 
Question 1 
Question 2 

Disclosure with Respect to the 

Dispositions of Business 

Disclosure of Form 8-K Filed During the 

Most Recent Quarter 

Reporting Requirements for Accounting 

Changes 

{First set of facts] Question 


2 
2 
3 
4 
5 
6 
7 
a 


[Second set of facts] Question 
Signatures 


Accounting Series Release No. 190—Relating 
to Amendments to Regulation S-X Requiring 
Disclosure of Replacement Cost Data 
(Rule 3-17) SABs 7, 9, 
[Delete Subsection I1-I11] 16), Bb; 22, 
13; 2, 38, 
20),.323 





Accounting Series Release No. 125—-Adoption 
of Amendments to Regulation S-X SAB 8 





Accounting Series Release No. 188— 
Interpretive Statements by the Cammission on 
Disclosure by Registrants of Holdings of 
Securities of New York City and Accounting 
for Securities Subject to Exchange Offer and 
Moratorium 
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Old 
Reference 
Topic 

Paragraph 


New 
Reference 
Topic 


Disposition Paragraph 





6L Accounting Series Release No. 250—Disclosure 
of Relationships with Independent Accountants 
Question 1 SABs 25, 38 
ys SABs 25, 33 
SAB 25 





Accounting Series Release No. 257—Requirements 
for Financial Accounting and Reporting Prac- 
tices for Oil and Gas Producing Activities 

Estimates of Quantities of Proved Reserves 
Question 1 





Estimates of Future Net Revenues 
Question 


Disclosure of Reserve Information 
Income Tax Effects 
Unproved Properties 
Limited Partnership 10-K Reports 
Limited Partnership Registration 
Statements 

Filings by Canadian Registrants 





tee / Updated to reflect enactment of "windfall profits" tax. 
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N/C 


6C 
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Old New 
Reference Reference 
Topic Topic 

Paragraph Disposition Paragraph 


Accounting Series Release No. 269— 6E 
Supplemental Disclosures on the Basis of 

Reserve Recognition Accounting 

Provision for Income Taxes 








REAL ESTATE COMPANIES 





Reporting Requirements 

Gains or Losses on Investments in Real Estate 
Land Development Campanies 

Schedules of Real Estate and Accumulated 
Depreciation, and of Mortgage Loans on Real 
Estate 

Income Before Depreciation 

Disclosure and Reporting by Real Estate 
Investment Trusts 


RETAIL COMPANIES 





Sales of Leased or Licensed Departments 
Finance Charges 


FINANCE COMPANIES 





Points 
Ratio of Earnings to Fixed Charges 


MISCELLANEOUS DISCLOSURE 





Consumer Excise Taxes 


Operating-Differential Subsidies SAB 1 
Depreciation and Depletion Excluded from Cost 

of Sales SAB 1 

Tax Holidays SAB) 
Offsetting Assets and Liabilities SAB 1 
Allowance for Funds Used During Construction SABs 1, 15 
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Disposition 
Chronological Ordering of Data N/c 
LIFO Liquidations ; N/c 
(Previously deleted] 
Estimated Future Costs Related to 
Spent Nuclear Fuel and Nuclear 
Electric Generating Plants N/c 
Tax Equivalent Adjustment in Financial 
Statements of Bank Holding Campanies 
Question 





1 (1) 
2 “ 
3 i 
4 (2) 
5 (1) 
Jointly Owned Electric Utility Plants n/c 
Long-Term Contracts for Purchase of Electric 
Power n/c 


January 23, 1981. 
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STAFF ACCOUNTING BULLETIN 





STAFF ACCOUNTING BULLETIN NO. 40 


TABLE OF CONTENTS 


TOPIC 1: Financial Statements 

A. Target Companies 

B. Parent Only Financial Statements 

C. Unaudited Financial Statements for a Full Year 

D. Foreign Companies 
1. Convenience Statements 
2. “Free Distributions” by Japanese Companies 

E. Requirements for Audited or Certified Financial Statements 
1. Meaning of the Word “Audited” 
2. Qualified Auditors’ Opinions 


TOPIC 2: Business Combinations 
A. Purchase Method 
1. Cash Contingencies 
2. Determination of the Acquiring Corporation 
B. Merger Expenses 


TOPIC 3: Senior Securities 
A. Convertible Securities 
B. Fixed Charge Coverage Ratios for Debt and Preferred Stocks 


C. Balance Sheet Presentation for Preferred Stock with Sinking Funds or Mandatory Redemption 
Features 


TOPIC 4: Equity Accounts 
A. Subordinated Debt 
B. Subchapter S Corporations 
C. Change in Capital Structure 
D. Cheap Stock 
E. Receivables from Sale of Stock 
F. Limited Partnerships 
G. Notes and Other Receivables from Affiliates 


TOPIC 5: Miscellaneous Accounting 
A. Expenses of Offering 
B. Gain or Loss from Disposition of Equipment 
C. Tax Benefit of Loss Carryforwards 
1. Current Recognition of Tax Benefit 
2. Realization of Tax Benefit 
D. Organization and Offering Expenses and Selling Commissions—Limited Partnerships Trading in 
Commodity Futures 
E. Accounting for Divestiture of a Subsidiary or Other Business Operation 
F. Accounting Changes Not Retroactively Applied Due to Immateriality 
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TOPIC 6: Interpretations of Accounting Series Releases 
A. Accounting Series Release No. 166—Disclosure of Unusual Risks and Uncertainties in Financial 
Reporting 
1. Market Value Changes 
. Accounting Series Release No. 175—Rule 3A-02(d) Relating to Consolidated Financial State- 
ments 
1. Definitions 
2. Tests Under Rule 3A-02(e) 
3. Financial Statements to be Presented 
4. Presentation of Financial Statements 
5. Separate Financial Statements in Form 10-Q 
. Accounting Series Release No. 250—Disclosure of Relationships with Independent Public Ac- 
countants 
1. Audit vs. Non-audit Services 
2. Percentage Relationships 
3. Approval of Non-audit Services 
4. Fee Arrangements 
. Accounting Series Release No. 257—Requirements for Financial Accounting and Reporting Prac- 
tices for Oil and Gas Producing Activities 
1. Estimates of Quantities of Proved Reserves 
2. Estimates of Future Net Revenues 
3. Disclosure of Reserve Information 
4. Filings by Canadian Registrants 
. Accounting Series Release No. 269—Oil and Gas Producers—Supplemental Disclosure on the 
Basis of Reserve Recognition Accounting 
1. Provision for Income Taxes 
. Accounting Series Release No. 125—Adoption of Amendments to Regulation S-X 
1. Rule 12-03 
. Accounting Series Release No. 177—Relating to Amendments to Form 10-Q and Regulation S-X 
Regarding Interim Financial Reporting 
1. Selected Quarterly Financial Data 
2. Amendments to Form 10-Q 
. Accounting Series Release No. 148—Disclosure of Compensating Balances and Short-Term Bor- 
rowing Arrangements 
1. Applicability 
2. Classification of Short-Term Obligations 
3. Compensating Balances 
4. Miscellaneous 
|. Accounting Series Release No. 149—Improved Disclosure of Income Tax Expense 
1. Tax Rate 
2. Taxes of Investee Company 
3. Net of Tax Presentation 
4. Loss Years 
5. Foreign Registrants 
6. Securities Gains and Losses 
7. Tax Expense Components v. “Overall” Presentation 


TOPIC 7: Real Estate Companies 
A. Reporting Requirements 
B. Land Development Companies 


C. Schedules of Real Estate and Accumulated Depreciation, and of Mortgage Loans on Real Estate 
D. Income before Depreciation 
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TOPIC 8: Retail Companies 
A. Sales of Leased or Licensed Departments 
B. Finance Charges 


TOPIC 9: Finance Companies 
A. Points 
B. Ratio of Earnings to Fixed Charges 


TOPIC 10: Utility Companies 


A. Financing by Electric Utility Companies Through Use of Construction Intermediaries 
B. Estimated Future Costs Related to Spent Nuclear Fuel and Nuclear Electric Generating Plants ... 90 


C. Jointly Owned Electric Utility Plants 


D. Long-Term Contracts for Purchase of Electric Power 


TOPIC 11: Miscellaneous Disclosure 
A. Operating-Differential Subsidies 


B. Depreciation and Depletion Excluded from Cost of Sales 


C. Tax Holidays 

D. Offsetting Assets and Liabilities 
E. Chronological Ordering of Data 
F. LIFO Liquidations 


G. Tax Equivalent Adjustment in Financial Statements of Bank Holding Companies 





NOTE: Staff Accounting Bulletins may be written 
narrowly in describing the individual facts and cir- 
cumstances which resulted in the expression of 
the staff's views. However, registrants and their 
accountants should be aware that the purpose of 
the Staff Accounting Bulletins is to disseminate 
staff views on particular matters for guidance in 
other situations where events and transactions 
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have similar accounting implications. 


Where a registrant and its accountant believe that 
because of its peculiar circumstances the appro- 
priate accounting should be different than would 
result from following the practice expressed in a 
Staff Accounting Bulletin, the registrant is encour- 
aged to discuss the specifics with the staff. 
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TOPIC 1: FINANCIAL STATEMENTS 
A. Target Companies 


Facts: 


Company X proposes to file a registration state- 
ment covering an exchange offer to stockholders 
of Company Y, a publicly held company. Company 
X asks Company Y to furnish information about its 
business, including current audited financial 
statements, for inclusion in the prospectus. Com- 
pany Y declines to furnish such information. 


Question 17: 


In filing the registration statement without the re- 
quired information about Company Y, may Com- 
pany X rely on Rule 409 in that the information is 
“unknown or not reasonably available”? 


Interpretive Response: 


Yes, but to determine whether such reliance is 
justified, the staff requests the registrant to submit 
as supplemental information copies of corre- 
spondence between the registrant and the target 


company evidencing the request for and the re- 
fusal to furnish the financial statements. In addi- 
tion, the prospectus must include any financial 
statements which are relevant and available from 
the Commission’s public files and must contain a 
statement adequately describing the situation and 
the sources of information about the target com- 
pany. Other reliable sources of financial informa- 
tion should also be utilized. 


Question 2: 


Would the response change if Company Y was a 
closely held company? 


Interpretive Response: 


Yes. The staff does not believe that Rule 409 is 
applicable to negotiated transactions of this type. 
The staff would also direct the registrant to Re- 
lease No. 33-4950 which specifies certain finan- 
cial statement requirements and provides criteria 
for relief from the certification requirements of 
Rules 3-07 (Past successions to other busi- 
nesses) and 3-08 (Future successions to other 
business) of Regulation S-X. 
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B. Parent Only Financial Statements 


Facts: 


Rules 3-03 and 3-04 of Regulation S-X require 
the unconsolidated (parent only) financial state- 
ments of the registrant unless either one of two 
conditions specified in Ruie 3-05 of Regulation 
S-X is satisfied. One of the conditions requires 
that the registrant be primarily an operating com- 
pany and that all subsidiaries included in the con- 
solidated financial statements be totally held sub- 
sidiaries. 


Question: 


How does the staff interpret the phrase “primarily 
an operating company”? 


Interpretive Response: 


The staff interprets the phrase ‘primarily an 
operating company” to mean that the registrant it- 
self must have a material amount of sales or 
operating revenues after the elimination of all 
amounts arising from intercompany transactions. 
For example, a parent company whose principal 
activity is buying merchandise for its retailing sub- 
sidiaries would not be deemed an operating com- 
pany. 


C. Unaudited Financial Statements for a Full Fis- 
cal Year 


Facts: 


Company A, which is a reporting company under 
the Securities Exchange Act of 1934, proposes to 
file a registration statement within 90 days of its 
fiscal year end but does not have audited year end 
financial statements available. The company 
meets the criteria under Rule 3-01 of Regulation 
S-X and is therefore not required to include year 
end audited financial statements in its registration 
statement. However, the Company does propose 
to include in the prospectus the unaudited results 
of operations for its entire fiscal year. 


Question: 

Would the staff find this objectionable? 
Interpretive Response: 

The staff recognizes that many registrants publish 


the results of their most recent year’s operations 
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prior to the availability of year end audited finan- 
cial statements. The staff will not object to the in- 
clusion of unaudited results for a full fiscal year 
and indeed would expect such data in the registra- 
tion statement if the registrant has published such 
information. When such data is included in a pros- 
pectus, it must be covered by a management's 
representation that all adjustments necessary for a 
fair statement of the results have been made. 


D. Foreign Companies 


1. Convenience Statements 


Facts: 


Company Z, a foreign company, proposes to file a 
registration statement with the Commission. Its fi- 
nancial statements are maintained in a foreign cur- 
rency. 


Question: 


Are financial statements maintained in a foreign 
currency acceptable in filings with the Commis- 
sion? 


Interpretive Response: 


In filings containing financial statements of foreign 
companies, the staff usually insists on the inclu- 
sion of statements maintained in the currency of 
the country of domicile. Also, the currency in which 
the statements are prepared and the current ex- 
change rate should be clearly and prominently 
stated on each statement. 


In general, it is preferred that the registrant also 
present such statements in dollars on the basis of 
the current exchange rate at the date of the most 
recent balance sheet included in the filing. All 
statements presented should reflect that single 
rate even if the rate was not the same in previous 
years for which statements are included. If there 
has been a material change in the rate of ex- 
change subsequent to the balance sheet date, the 
current rate at or about the date of filing should be 
used. The registrant should disclose the exchange 
rate used, the fact that records are maintained in 
foreign currency units and that the dollar state- 
ments are for the convenience of U.S. investors. 
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2. “Free Distributions” by Japanese Companies 
Facts: 


It is the general practice in Japan for corporations 
to issue ‘free distributions” of common stock to 
existing shareholders in conjunction with offerings 
of common stock so that such offerings may be 
made at less than market. These free distributions 
usually are from 5 to 10 percent of outstanding 
stock and are accounted for in accordance with 
provisions of the Commercial Code of Japan by a 
transfer of the par value of the stock distributed 
from paid-in capital to the common stock account. 
Similar distributions are sometimes made at times 
other than when offering new stock and are also 
designated “free distributions.” U.S. accounting 
practice would require that the fair value of such 
shares, if issued by U.S. companies, be trans- 
ferred from retained earnings to the appropriate 
capital accounts. 


Question: 


Should the financial statements of Japanese cor- 
porations included in Commission filings which are 
stated to be prepared in accordance with U.S. 
generally accepted accounting principles be ad- 
justed to account for stock distributions of less 
than 25 percent of outstanding stock by transfer- 
ring the fair value of such stock from retained 
earnings to appropriate capital accounts? 


Interpretive Response: 


If registrants and their independent accountants 
believe that the institutional and economic envi- 
ronment in Japan with respect to the registrant is 
sufficiently different that U.S. accounting principles 
for stock dividends should not apply to free dis- 
tributions, the staff will not object to such distribu- 
tions being accounted for at par value in accord- 
ance with Japanese practice. If such financial 
statements are identified as being prepared in ac- 
cordance with U.S. generally accepted accounting 
principles, then there should be footnote disclo- 
sure of the method being used which indicates that 
U.S. companies issuing shares in comparable 
amounts would be required to account for them as 
stock dividends, and including in such disclosure 
the fair value of any such shares issued during the 
year and the cumulative amount (either in an 
aggregate figure or a listing of the amounts by 
year) of the fair value of shares issued over time. 
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E. Requirements for Audited or Certified Finan- 
cial Statements 


1. Meaning of the Word “Audited” 


Facts: 


Amendments adopted in Accounting Series Re- 
lease No. 155 changed the requirement in various 
forms from “certified” to “audited” financial state- 
ments. 


Question: 


Does the word “audited” have the same meaning 
as the word “certified”? 


Interpretive Response: 


No difference in meaning or change in require- 
ments was intended or effected by ASR No. 155 
which was a continuation of a program to conform 
the terminology used in the forms to that currently 
applied by the accounting profession (see ASR 
No. 125). 


2. Qualified Auditors’ Opinions 
Facts: 


The accountants’ report is qualified as to scope of 
audit, or the accounting principles used. 


Question: 


Does the staff consider the requirements for au- 
dited or certified financial statements met when 
the auditors’ opinion is so qualified? 


Interpretive Response: 


No. The staff does not accept as consistent with 
the requirements of Rule 2-02(b) of the Regulation 
S-X financial statements on which the auditors’ 
opinions are qualified because of a limitation on 
the scope of the audit, since in these situations the 
auditor was unable to perform all the procedures 
required by professional standards to support the 
expression of an opinion. This position was dis- 
cussed in ASR No. 90 in connection with repre- 
sentations concerning the verification of prior 
years’ inventories in first audits. 


Volume 21, No. 19, February 17, 1981 


Financial statements for which the auditors’ opin- 
ions contain qualifications relating to the accepta- 
bility of accounting principles used or the com- 
pleteness of disclosures made are also unaccept- 
able. (See ASR No. 4, and with respect to a “going 
concern” qualification, see ASR No. 115.) 


TOPIC 2: BUSINESS COMBINATIONS 
A Purchase Method 

1. Cash Contingencies 

Facts: 


Registrant is to acquire Company A for common 
stock and Company B for common stock and cash. 
The cash is to be obtained from a private place- 
ment of preferred stock and a bank loan. However, 
the private placement is contingent upon the ac- 
quisition of Company A and the bank loan is con- 
tingent upon both the acquisition of Company A 
and the private placement. 


Question: 


May the registrant account for the acquisitions of 
companies A and B on a pooling-of-interest basis 
and a purchase basis, respectively? 


Interpretive Response: 


The staff believes that although there are no ex- 
press agreements between companies A and B, 
the cash contingencies create what amounts to 
mutual contingencies necessitating purchase 
treatment for both acquisitions. (See AICPA In- 
terpretation 38 of APB Opinion No. 16.) 


2. Determination of the Acquiring Corporation 
Facts: 


Companies X and Y reach an agreement in princi- 
ple to merge under which the former common 
shareholders of Company X are to receive com- 
mon stock representing 55% of the outstanding 
shares and the former common shareholders of 
Company Y are to receive both common and pre- 
ferred stock representing 45% of the outstanding 
voting stock in the combined corporation. The 
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Chairman of the Board and Chief Executive Officer 
and the Chief Operating Officer of the combined 
corporation would be the individuals currently 
holding these positions in Company Y. Substan- 
tially all the proposed directors of the combined 
corporation are directors of Company Y. (The 
Board of Directors of Company Y consists princi- 
pally of non-management directors whereas the 
Board of Directors of Company X consists princi- 
pally of management directors.) The Chairman of 
the Executive Committee of the combined corpo- 
ration would be the current Chairman of the Board 
and Chief Executive Officer of Company X. That 
individual and his family would hold approximately 
18% of the outstanding voting stock of the com- 
bined corporation; 8 1/2% would be held in a trust, 
and, with respect to the other 9 1/2% of the 
shares, he has agreed “not to solicit proxies or to 
participate in an election contest.” (No other 
shareholder of the combined corporation would 
hold 5% or more of the outstanding common 
stock.) The assets, revenues, net earnings and 
current market value of Company Y significantly 
exceed those of Company X. In addition, the mar- 
ket value of the securities to be received by the 
former common shareholders of Company Y sig- 
nificantly exceed those of Company X. Companies 
X and Y propose to account for this business com- 
bination as a purchase by Company X of Company 
Y because the former shareholders of Company X 
will hold a controlling interest (55%) in the out- 
standing voting stock of the combined corporation. 


Question: 


Given the above facts, is there other evidence in- 
dicating that Company Y is the acquirer in this 
business combination which rebuts the presump- 
tion that Company X is the acquirer since its 
former common shareholders will receive the 
larger portion of the voting rights of the combined 
corporation? 


Interpretive Response: 


Paragraph 70 of Accounting Principles Board 
Opinion No. 16 states: 


The Board concludes that presumptive 
evidence of the acquiring corporation in 
combinations effected by an exchange 
of stock is obtained by identifying the 
former common stockholder interests of 


1652/SEC DOCKET 


a combining company which either re- 
tain or receive the larger portion of the 
voting rights in the combined corpora- 
tion. That corporation should be treated 
as the acquirer unless other evidence 
clearly indicates that another corpora- 
tion is the acquirer. 


Companies X and Y took the position that because 
the former common shareholders of Company X 
will receive 55% of the outstanding voting stock of 
the combined corporation, it is the acquiring corpo- 
ration and the other circumstances of the business 
combination do not rebut that evidence. 


The staff took the position that Company Y is the 
acquiring corporation because the other circum- 
stances of this business combination rebut the 
normal presumption that Company X is the ac- 
quirer (i.e., that company is the acquirer whose 
former common shareholders receive the larger 
portion of the voting stock of the combined corpo- 
ration.) The facts that: (i) there would be restric- 
tions on the ability of the former Chairman of the 
Board of Company X to solicit proxies or to partici- 
pate in an election contest; (ii) top management 
and the Board of Directors of the combined corpo- 
ration would be substantially individuals currently 
holding such positions in Company Y; (iii) the as- 
sets, revenues, net earnings and current market 
value of Company Y significantly exceed those of 
Company X; and (iv) the market value of the secu- 
rities to be received by the former common share- 
holders of Company Y significantly exceeds the 
market value of the securities to be received by 
the former common shareholders of company X, 
all taken together, provide sufficient other evi- 
dence to indicate that Company Y is the acquirer 
and that these factors outweigh the fact that the 
former common shareholders of Company X re- 
ceived the larger portion of the voting rights of the 
combined corporation. 


B. Merger Expenses 
Facts: 


A registrant that had been growing by acquisitions 
entered into a merger agreement which called for 
the issuance of shares of its common stock in ex- 
change for all the outstanding shares of Company 
X; the combination is to be accounted for as a 
pooling of interests. A fraction of each share to be 
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issued was to be sold by the escrow agent and the 
proceeds used to pay the expenses of the trans- 
action. These expenses totaled nearly $525,000 
and consisted of a finder’s fee of $310,000 and 
various other legal, accounting and printing ex- 
penses. This total would be material to the com- 
bined income statement of the registrant and 
Company X. There was no prior fee arrangement 
between Company X and the finder. 


The registrant proposes not to charge combined 
operations for the merger expenses arguing that 
neither the spirit nor the specific provisions of APB 
Opinion No. 16 would be violated because (a) the 
arrangements were determined by ‘‘arms-length” 
negotiations between buyer and seller; (b) the ac- 
quisition costs were borne proportionately by all 
Company X stockholders; and (c) the merger 
agreement did not indicate that additional shares 
were to be issued to the stockholders for such 
costs. 


Question: 


Does the staff believe that this proposed treatment 
is appropriate? 


Interpretive Response: 


The staff is of the view that all expenses relating to 
the merger would have to be charged to the com- 
bined income statement in compliance with APB 
Opinion No. 16. the registrant was growing by ac- 
quisitions, and these costs would be recurring and 
ordinary expenses. 


TOPIC 3: SENIOR SECURITIES 
A. Convertible Securities 
Facts: 


Company B proposes to file a registration state- 
ment covering convertible debentures. 


Question: 


In registration, what consideration should be given 
to the dilutive effects of convertible securities? 
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Interpretive Response: 


If a convertible security is being registered, con- 
sideration must be given to the provisions of APB 
Opinion No. 15 governing the possible dilution of 
earnings per share resulting from assumed con- 
version of the security. 


Pro forma per share amounts provided as supple- 
mental earnings per share data in accordance with 
paragraphs 22 and 23 of APB Opinion No. 15 must 
be disclosed and keyed to an appropriate 
explanatory note if such amounts vary materially 
from historical calculations. 


B. Fixed Charge Coverage Ratios for Debt and 
Preferred Stocks 


Facts: 


Historical and pro forma ratios of earnings before 
fixed charges to fixed charges or to fixed charges 
plus preferred dividends are required in prospec- 
tuses covering the sale of debt securities or pre- 
ferred stock, respectively (e.g., Item 6 of Form 
S-1). 


Question: 


How should the income tax effects of the dividend 
on preferred stock be reflected? 


Interpretive Response: 


Preferred dividend requirements should be 
grossed up for the income tax effect. The appro- 
priate factor by which the preferred dividends 
should be grossed up can be derived in most 
cases by dividing income before income taxes by 
net income. 


C. Balance Sheet Presentation for Preferred 
Stock with Sinking Funds or Mandatory Re- 
demption Features 


Facts: 


Accounting Principles Board Opinion No. 10 and 
Rule 4-08(d) of Regulation S-X require that the in- 
voluntary liquidation value of preferred stock be 
shown within the equity section of the balance 
sheet whenever preferred stock is extended on the 


SEC DOCKET/1653 





face of the balance sheet in an amount which is 
less than the involuntary liquidation value. 


Question: 


Since neither the opinion nor the rule directly dis- 
cusses the issue, at what amounts should the 
preferred stock be extended on the face of the 
balance sheet in the situations in which the com- 
pany is required to redeem the preferred stock? 


Interpretive Response: 


Preferred stock required to be redeemed by the 
company whether by operation of a sinking fund or 
otherwise should be presented at its fair value at 
date of issue. Where fair value at date of issue is 
less than mandatory redemption value, the carry- 
ing amount should be increased by periodic accre- 
tions of the difference between fair value and re- 
demption value until redemption date at which time 
both amounts shall be equivalent. 


Periodic accretions, based on an interest method, 
should be reflected, along with the cash dividend 
requirements of preferred stocks, as reductions of 
net income to arrive at the income applicable to 
common stock for the purpose of computing earn- 
ings per share, unless of course, the preferred 
stock is a common stock equivalent. The accre- 
tions should be treated the same as cash dividend 
requirements on preferred stock for the purpose of 
computing fixed charge and preferred dividend 
coverage ratios. 


Preferred stock with mandatory redemption provi- 
sions which provide that the redemptions can be 
offset by any shares voluntarily converted should 
also be carried at mandatory redemption value 
since there is no way to know whether the conver- 
sion privileges will be exercised. When preferred 
stock is converted, the total carrying value includ- 
ing accretions to the date of conversion should be 
transferred to the common stock and paid-in capi- 
tal. 


TOPIC 4: EQUITY ACCOUNTS 
A. Subordinated Debt 


Facts: 


Company E proposes to include in its registration 
statement a balance sheet showing its subordi- 
nated debt as a portion of stockholders’ equity. 
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Question: 
Is this presentation appropriate? 
Interpretive Response: 


Subordinated debt may not be included in the 
stockholders’ equity section of the balance sheet. 
Any presentation describing such debt as a com- 
ponent of stockholders’ equity must be eliminated. 
Furthermore, any caption representing the combi- 
nation of stockholders’ equity and only subordi- 
nated debt must be deleted. 


B. Subchapter S Corporations 
Facts: 


A Subchapter S corporation has undistributed 
earnings on the date its Subchapter S election is 
terminated. 


Question: 


How should such earnings be reflected in the fi- 
nancial statements? 


Interpretive Response: 


Such earnings must be included in the financial 
statements as additional paid-in capital. This as- 
sumes a constructive distribution to the owners 
followed by a contribution to the capital of the cor- 
poration. 


C. Change in Capital Structure 
Facts: 


A capital structure change due to a stock dividend, 
stock split or reverse split occurs after the date of 
the latest reported balance sheet but before the 
release of the financial statements or the effective 
date of the registration statement, whichever is 
later. 


Question: 


What effect must be given to such a change? 
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Interpretive Response: 


Such changes in the capital structure must be 
given retroactive effect in the balance sheet. An 
appropriately cross-referenced note should dis- 
close the retroactive treatment, explain the change 
made and state the date the change became ef- 
fective. 


D. Cheap Stock 


Facts: 


Shares are sometimes issued to selected persons 
just prior to or simultaneously with a first time 
public offering at less than the public offering 
price. Such shares are referred to as “cheap 
stock.” 


Question: 
What treatment is appropriate for cheap stock? 
Interpretive Response: 


Cheap stock must be treated as outstanding for all 
reported periods. The issuance of such stock 
should be given effect in earnings per share cal- 
culations in the same manner as a stock split or 
recapitalization effected contemporaneously with 
the first time public offering. Because of the nomi- 
nal consideration received for the shares, it is not 
appropriate to use weighted averages in making 
the per share calculations required by APB Opin- 
ion No. 15. 


E. Receivables from Sale of Stock 


Facts: 

Compensation often arises when capital stock is 
issued or is to be issued to officers or other em- 
ployees at prices below market. 


Question: 


How should the deferred compensation be pre- 
sented in the balance sheet? 


Interpretive Response: 


The amounts recorded as deferred compensation 
should be presented in the balance sheet as a de- 
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duction from stockholders’ equity. This is generally 
consistent with Rule 5-02.30 of Regulation S-X 
which states that accounts or notes receivable 
arising from transactions involving the registrant's 
capital stock should be presented as deductions 
from stockholders’ equity and not as assets. 


It should be noted generally that all amounts re- 
ceivable from officers and directors resulting from 
sales of stock or from other transactions (other 
than expense advances or sales on normal trade 
terms) should be separately stated in the balance 
sheet irrespective of whether such amounts may 
be shown as assets or are required to be reported 
as deductions from stockholders’ equity. Account- 
ing Series Release No. 41 states that “. . . in some 
cases the significance of an amount may be inde- 
pendent of the amount involved. For example, 
amounts due to and from officers, and directors, 
because of their special nature and origin, ought 
generally to be set forth separately even though 
the dollar amounts involved are relatively small.” 


The staff will not suggest that a receivable from an 
officer or director be deducted from stockholders’ 
equity if the receivable was paid in cash prior to 
the publication of the financial statements and the 
payment date is stated in a note to the financial 
statements. However, the staff would consider the 
subsequent return of such cash payment to the of- 
ficer or director to be part of a scheme or plan to 
evade the registration or reporting requirements of 
the securities laws. 


F. Limited Partnerships 
Facts: 


There exist a number of publicly held partnerships 
having one or more corporate or individual general 
partners and a relatively larger number of limited 
partners. There are no specific requirements or 
guidelines relating to the presentation of the 
partnership equity accounts in the financial state- 
ments. In addition, there are many approaches to 
the parallel problem of relating the results of oper- 
ations to the two classes of partnership equity 
interests. 


Question: 


How should the financial statements of limited 
partnerships be presented so that the two owner- 
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ship classes can readily determine their relative 
participations in both the net assets of the partner- 
ship and in the results of its operations? 


Interpretive Response: 


The equity section of a partnership balance sheet 
should distinguish between amounts ascribed to 
each ownership class. The equity attributed to the 
general partners should be stated separately from 
the equity of the limited partners, and changes in 
the number of equity units authorized and out- 
standing should be shown for each ownership 
class. A statement of changes in partnership 
equity for each ownership class should be fur- 
nished for each period for which an income state- 
ment is included. 


The income statements of partnerships should be 
presented in a manner which clearly shows the 
aggregate amount of net income (loss) allocated to 
the general partners and the aggregate amount 
allocated to the limited partners. The statement of 
income should also state the results of operations 
on a per unit basis. 


G. Notes and Other Receivables from Affiliates 


Facts: 


The balance sheet of a corporate general partner 
is often presented in a registration statement. Fre- 
quently, the balance sheet of the general partner 
discloses that it holds notes or other receivables 
from a parent or another affiliate. Often the notes 
or other receivables were created in order to meet 
the “substantial assets” tests which the Internal 
Revenue Service utilizes in applying its “Safe 
Harbor’ doctrine in the classification or organiza- 
tions for income tax purposes. 


Question: 


How should such notes and other receivables be 
reported in the balance sheet of the general part- 
ner? 


Interpretive Response: 


While these notes and other receivables evidenc- 
ing a promise to contribute capital are often legally 
enforceable, they seldom are actually paid. In sub- 
stance, these receivables are equivalent to unpaid 
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subscriptions receivable for capital shares which 
Rule 5-02.30 of Regulation S-X requires to be de- 
ducted from the dollar amount of capital shares 
subscribed. 


The balance sheet display of these or similar items 
is not determined by the quality or actual value of 
the receivable or other asset “contributed” to the 
capital of the affiliated general partner, but rather 
by the relationship of the parties and the control 
inherent in that relationship. Accordingly, in these 
situations, the receivables must be treated as a 
deduction from stockholders’ equity in the balance 
sheet of the corporate general partner. 


TOPIC 5: MISCELLANEOUS ACCOUNTING 
A. Expenses of Offering 
Facts: 


Prior to the effective date of an offering of equity 
securities, Company Y incurs certain expenses 
related to the offering. 


Question: 
Should such costs be deferred? 
Interpretive Response: 


Specific incremental costs directly attributable to a 
proposed or actual offering of securities may prop- 
erly be deferred and charged against the gross 
proceeds of the offering. However, management 
salaries or other general and administrative ex- 
penses may not be allocated as costs of the offer- 
ing and deferred costs of an aborted offering may 
not be deferred and charged against proceeds of a 
subsequent offering. A short postponement (up to 
90 days) does not represent an aborted offering. 


B. Gain or Loss From Disposition of Equipment 


Facts: 


Company A has adopted the policy of treating 
gains and losses from disposition of revenue pro- 
ducing equipment as adjustments to the current 
year’s provision for depreciation. Company B re- 
flects such gains and losses as a separate item in 
the statement of income. 
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Question: 


Does the staff have any views as to which method 
is preferable? 


Interpretive Response: 


Gains and losses resulting from the disposition of 
revenue producing equipment should not be 
treated as adjustments to the provision for depre- 
ciation in the year of disposition, but should be 
shown as a separate item in the statement of in- 
come. 


If such equipment is depreciated on the basis of 
group of composte accounts for fleets of like ve- 
hicles, gains (or losses) may be charged (or cred- 
ited) to accumulated depreciation with the result 
that depreciation is adjusted over a period of years 
on an average basis. It should be noted that the 
latter treatment would not be appropriate for (1) an 
enterprise (such as an airline) which replaces its 
fleet on an episodic rather than a continuing basis 
or (2) an enterprise (such as a car leasing com- 
pany) where equipment is sold after limited use so 
that the equipment on hand is both fairly new and 
carried at amounts closely related to current ac- 
quisition cost. 


C. Tax Benefit of Loss Carryforwards 


1. Current Recognition of Tax Benefit 
Facts: 


Paragraphs 45-47 of Accounting Principles Board 
Opinion No. 11 set forth very rigid standards for 
the current recognition of tax loss carryforwards. 
The Opionion states that current recognition is ex- 
pected to be “rare” and in order to record the tax 
benefit currently the realization of the tax benefit 
asset must be “assured beyond any reasonable 
doubt.” 


Question 1: 


Will the staff accept the current recognition of the 
tax benefit of a loss carryforward in the case 
wherein the registrant has experienced the fol- 
lowing earnings? 
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Pretax Income (Loss) 
Before deduction After deduction 
for discontinued for discontinued 
operations and operations and 
extraordinary extraordinary 
charges charges 


19X0 $8,464,000 $ 8,464,000 
19X1 9,059,000 9,059,000 
19X2 12,226,000 12,226,000 
19X3 1,860,000 (19,463,000) 
19X4 301,000 (7,078,000) 


Interpretive Response: 


It is the staff's opinion that the “assured beyond 
any reasonable doubt” criterion established in 
APB Opinion No. 11 is one of the most restrictive 
tests contained within the authoritative literature. 
Accordingly, the staff will expect the evidence 
supporting current recognition of a tax loss car- 
ryforward to be highly persuasive. 


As to the situation described above, although the 
registrant has reported pretax income from con- 
tinuing operations for all of the years, the level of 
earnings has dropped rather significantly in the 
two most recent years. This downward trend indi- 
cates that a consequential degree of uncertainty 
exists as to the registrant's ability to earn sufficient 
income in the future to realize the tax benefit. 
Stated differently, it would not appear that the re- 
alization of the tax benefit assets is “assured be- 
yond any reasonable doubt; consequently, cur- 
rent recognition would not be appropriate. 


Question 2: 


Will the staff accept current recognition of the tax 
benefit of a tax loss carryforward in the situation 
wherein the registrant forms a subsidiary in a 
foreign country to conduct the same type of busi- 
ness as the registrant and (a) the losses incurred 
by the foreign subsidiary are normal, predictable 
losses of a start-up enterprise and (b) all other 
similar operations of the registrant have been 
profitable? 


Interpretive Response: 


In the staff's view current recognition of tax bene- 
fits in the situation cited above would not be ap- 
propriate. Item 13 of Accounting Interpretations of 
APB Opinion No. 11 states that “Loss carryfor- 
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wards resulting from the introduction of products 
or services which have not achieved sufficient ac- 
ceptance to produce profits do not qualify for rec- 
ognition prior to realization.” It is the staff's opinion 
that this provision would preclude the current rec- 
ognition of the tax benefits of start-up losses which 
create loss carryforwards. 


2. Realization of Tax Benefit 
Facts: 


Paragraph 47 of APB Opinion No. 11—Accounting 
for Income Taxes reads as follows: 


Realization of the tax benefit of a loss 
carryforward would appear to be as- 
sured beyond any reasonable doubt 
when both of the following conditions 
exist: (a) the loss results from an identi- 
fiable, isolated and nonrecurring cause 
and the company either has been con- 
tinuously profitable over a long period or 
has suffered occasional losses which 
were more than offset by taxable in- 
come in subsequent years, and (b) fu- 
ture taxable income is virtually certain to 
be large enough to offset the loss car- 
ryforward and will occur soon enough to 
provide realization during the carryfor- 
ward period. 


Question 1: 

In order to record the future tax benefits of an ac- 
counting basis loss carryforward does the staff be- 
lieve that both condition (a) and condition (b) must 
be met or is the meeting of condition (b) sufficient? 


Interpretive Response: 


The staff believes that both condition (a) and con- 
dition (b) must be met. 


Question 2: 


Does the staff believe that conditions (a) and (b) 
must be met in order to record a deferred (or pre- 
paid) tax charge applicable to a timing difference? 


Interpretive Response: 


Ordinarily the staff does not believe that either 
conditions (a) or (b) need to be met in order to 
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record deferred tax charges. However, taxes paid 
should not be recorded as deferred charges un- 
less there is a likelihood that future benefits will 
result. If it is unlikely that the timing difference re- 
lated to the deferred charge will produce a future 
benefit then it would be imprudent to record such 
an amount. 


Question 3: 


In years subsequent to the recording of a future 
tax benefit related to an accounting basis loss car- 
ryforward, is it necessary to reassess the realiza- 
bility using a standard of “virtual certainty” or will a 
lower, more conventional standard of realization 
be acceptable? 


Interpretive Response: 


The staff believes periodic reassessment of the 
realizability of future tax benefits should be made 
using the “virtual certainty” standard set forth in 
(b) of paragraph 47 of APB Opinion No. 11. If a 
future tax benefit fails to meet this standard, it 
should not continue to be carried as an asset. 


Question 4: 


In the staff's opinion, wht are the key elements 
necessary to demonstrate that “future taxable in- 
come is virtually certain to be large enough to 
offset the loss carryforward .. .”? 


Interpretive Response: 


There are numerous factors to be considered and 
the relative significance will vary somewhat from 
case to case. However, the staff believes the fol- 
lowing are particularly important: 


(a) A very strong earnings history. 


(b) Clear evidence that the loss was not 
attributable to a general eonomic or 
industry decline. 


(c) The availability of reasonably feasi- 
ble alternative tax strategies, such 
as the conversion of a tax exempt 
portfolio to taxable securities. 


(d) Forecasts based upon realistic as- 
sumptions which indicated future 
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earnings substantially in excess of 
the recorded loss carryforward. 


Normally a registrant should be able to demon- 
strate the existence of all of these factors. Seldom, 
if ever, would any one element, such as forecasts 
of future earnings, standing alone be sufficient to 
demonstrate that future earnings will meet the 
“virtually certain” test. 


D. Organization and Offering Expenses and 
Selling Commissions —Limited Partnerships 
Trading in Commodity Futures 


Facts: 


Partnerships formed for the purpose of engaging 
in speculative trading in commodity futures con- 
tracts sell limited partnershp interests to the public 
and frequently have a general partner who is an 
affiliate of the partnership's commodity broker or 
the principal underwriter selling the limited 
partnershp interests. The commodity broker or a 
subsidiary typically assumes the liability for all or 
part of the organization and offering expenses and 
selling commissions in connection with the sale of 
limited partnership interests. Funds raised from 
the sale of partnershp interests are deposited in a 
margin account with the commodity broker and are 
invested in Treasury Bills or similar securities. The 
arrangement further provides that interest earned 
on the investments for an initial period is to be re- 
tained by the broker until it has been reimbursed 
for all or a specified portion of the aforementioned 
expenses and commissions and that thereafter 
interest earned accrues to the partnership. 


In some instances, there may be no reference to 
reimbursement of the broker for expenses and 
commissions to be assumed. The arrangements 
may provide that all interest earned on invest- 
ments accrues to the partnership but that commis- 
sions on commodity transactions paid to the 
broker are at higher rates for a specified initial 
period and at lower rates subsequently. 


Question 1: 


Should the partnership recognize a commitment to 
reimburse the commodity broker for the organiza- 
tion and offering expenses and selling commis- 
sions? 
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Interpretive Response: 


Yes. A commitment should be recognized by re- 
ducing partnership capital and establishing a lia- 
bility for the estimated amount of expenses and 
commissions for which the broker is to be reim- 
bursed. 


Question 2: 


Should the interest income retained by the broker 
for reimbursement of expenses be recognized as 
income by the partnership? 


Interpretive Response: 


Yes. All the interest income on the margin account 
investments should be recognized as accruing to 
the partnership as earned. The portion of income 
retained by the broker and not actually realized by 
the partnership in cash should be applied to re- 
duce the liability for the estimated amount of reim- 
bursable expenses and commissions. 


Question 3: 


If the broker retains all of the interest income for 
a specified period and thereafter it accrues to the 
partnership, should an equivalent amount of inter- 
est income be reflected on the partnership’s finan- 
cial statements during the specified period? 


Interpretive Response: 


Yes. If it appears from the terms of the arrange- 
ment that it was the intent of the parties to provide 
for full or partial reimbursement for the expenses 
and commissions paid by the broker, then a com- 
mitment to reimbursement should be recognized 
by the partnership and an equivalent amount of 
interest income should be recognized on the 
partnership’s financial statements as earned. 


Question 4: 


Under the arrangements where commissions on 
commodity transactions are at a lower rate after a 
specified period and there is no reference to reim- 
bursement of the broker for expenses and com- 
missions, should recognition be given on the 
partnership’s financial statements to a commit- 
ment to reimburse the broker for all or part of the 
expenses and commissions? 
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Interpretive Response: 


lf it appears from the terms of the arrangement 
that the intent of the parties was to provide for full 
or partial reimbursement of the broker’s expenses 
and commissions, then the estimated commitment 
should be recognized on the partnership’s finan- 
cial statements. During the specified initial period 
commissions on commodity transactions should 
be charged to operations at the lower commission 
rate with the difference applied to reduce the 
aforementioned commitment. 


E. Accounting for Divestiture of a Subsidiary or 
Other Business Operation 


Facts: 


Company X transferred certain operations (in- 
cluding several subsidiaries) to a group of former 
employees who had been responsible for manag- 
ing those operations. Assets and liabilities with a 
net book value of approximately $8 million were 
transferred to a newly formed entity—Company 
Y—wholly owned by the former employees. The 
consideration received consisted of $1,000 in cash 
and interest bearing promissory notes for $10 mil- 
lion, payable in equal annual installments of $1 


million each, plus interest, beginning two years 
from the date of the transaction. The former em- 
ployees possessed insufficient assets to pay the 
notes and Company X expected the funds for 
payments to come exclusively from future opera- 
tions of the transferred business. 


Company X remained contingently liable for per- 
formance on existing contracts transferred and 
agreed to guarantee, at its discretion, performance 
on future contracts entered into by the newly 
formed entity. Company X also acted as guarantor 
under a line of credit established by Company Y. 


The nature of Company Y’s business was such 
that Company X’s guarantees were considered a 
necessary predicate to obtaining future contracts 
until such time as Company Y achieved profitable 
operations and substantial financial independence 
from Company X. 


Question 17: 


Company X proposes to account for the transac- 
tion as a divestiture, but to defer recognition of 


1660/SEC DOCKET 


gain until the owners of Company Y begin making 
payments on the promissory notes. Does this pro- 
posed accounting treatment reflect the economic 
substance of the transaction? 


Interpretive Response: 


No. The circumstances are such that the risks of 
the business have not, in substance, been trans- 
ferred to Company Y or its owners. 


In assessing whether the legal transfer of owner- 
ship of one or more business operations has re- 
sulted in a divestiture for accounting purposes, the 
principal consideration must be an assessment of 
whether the risks and other incidents of ownership 
have been transferred to the buyer with sufficient 
certainty. 


When the facts and circumstances are such that 
there is a continuing involvement by the seller in 
the business, recognition of the transaction as a 
divestiture for accounting purposes is questiona- 
ble. Such continuing involvement may take the 
form of effective veto power over major contracts 
or customers, significant voting power on the 
board of directors, or other involvement in the 
continuing operations of the business entailing 
risks or managerial authority similar to that of 
ownership. 


Other circumstances may also raise questions 
concerning whether the incidents of ownership 
have, in substance, been transferred to the buyer. 
These include: 


—Absence of significant financial investment in 
the business by the buyer, as evidenced, for in- 
stance, by a taken down payment; 


— Repayment of debt which constitutes the princi- 
pal consideration in the transaction is dependent 
on future successful operations of the business; or 


—The continued necessity for debt or contract 
performance guarantees on behalf of the business 
by the seller. 


In the above transaction, the seller's continuing in- 
volvement in the business and the presence of 
certain of the other factors cited evidence the fact 
that the seller has not been divorced from the risks 
of ownership. Accounting for this proposed trans- 
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action as a divestiture—even with deferral of the 
“gain’—does not reflect its economic substance 
and therefore is not appropriate. 


Question 2: 


If the transaction is not to be treated as a divesti- 
ture for accounting purposes, what is the proper 
accounting treatment? 


Interpretive Response: 


If, in the circumstances surrounding a particular 
transaction, a determination is made that a legal 
transfer of business ownership should not be rec- 
ognized as a divestiture for accounting purposes, 
an accounting treatment consistent with that de- 
termination is required. In this instance, the assets 
and liabilities of the business which were the sub- 
ject of the transaction should be segregated in the 
balance sheet of the selling entity under captions 
such as: “Assets of business transferred under 
contractual arrangements (notes receivable),” and 
“Liabilities of business transferred” or similar cap- 
tions which appropriately convey the distinction 
between the legal form of the transaction and its 
accounting treatment. 


A note to the financial statements should describe 
the nature of the legal arrangements, relevant 
financing and other details and the accounting 
treatment. 


Where, as in this instance, realization of the sale 
price is wholly or principally dependent on the 
operating results of the business operations which 
were the subject of the transaction, the uncertainty 
associated with such realization should be re- 
flected in the financial statements of the seller. 
Thus, absent a deterioration in the business, any 
operating losses of the divested business should 
be considered the best evidence of a change in 
valuation of the business in a manner somewhat 
analogous to equity accounting for an investment 
in common stock.* If the business suffered a loss 





*The staff recognizes that Accounting Principles 
Board Opinion No. 18 is specifically applicable 
only to the use of the equity method of accounting 
for investments in common stock. The principles 
enunciated in that Opinion are also relevant in 
these particular circumstances, however, notably 
paragraph 12; which states, in pertinent part: “The 


Volume 21, No. 19, February 17, 1981 


during its initial period of operations after the 
transaction, that loss should be reflected in the fi- 
nancial statements of the seller by recording a val- 
uation allowance and a corresponding charge to 
income. The amount of the valuation allowance 
(absent unusual circumstances) would be at least 
the amount of the loss attributable to the business, 
unless such loss has been previously provided for 
in accordance with Accounting Principles Board 
Opinion No. 30. Other evidence, however (such as 
a question as to the ability of the business to con- 
tinue as a going concern), might require that a 
higher valuation allowance be established. 


This accounting treatment should be continued for 
each period until either: 


1. The net assets of the business have 
been written down to zero (or a net 
liability recognized in accordance 
with generally accepted accounting 
principles); or 


. Circumstances have changed suffi- 
ciently that it has become appropri- 
ate to recognize the transaction as a 
divestiture. 


In the latter instance, it would normally also be ap- 
propriate to recaption any asset balance remaining 
on the balance sheet of the seller in keeping with 


the changed circumstances, e.g., “Notes receiva- 
ble.” 


In the case where the business reports net in- 
come, such net income should not be recorded by 
the former owner, because the rewards of owner- 
ship (but not the risks) have been passed to Com- 
pany Y. Any payments received on obligations of 
the buyer arising out of the transaction should be 
treated as a reduction of the carrying value of the 
segregated assets of the business. 





equity method tends to be most appropriate if an 
investment enables the investor to influence the 
operating or financial decisions of the investee. 
The investor then has a degree of responsibility for 
the return on its investment, and it is appropriate 
to include in the results of operations of the in- 
vestor its share of the earnings or losses of the 
investee.” 
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Question 3: 


Should Company X recognize interim (quarterly) 
losses of the business even if it is projected that it 
will have a profit for the full year? 


Interpretive Response: 


Yes. However, for quarters for which the business 
has net income, such net income may be recog- 
nized by Company X to the extent of any cumula- 
tive quarterly losses within the same fiscal year. 
Similarly, quarterly losses of the business need 
not be recognized by Company X except to the 
business need not be recognized by Company X 
except to the extent that they exceed any cumula- 
tive quarterly net income within the same fiscal 
year. Disclosure of this accounting treatment 
should be made in the notes to Company X’s 
interim financial statements. 


Question 4: 


If the accounting treatment described above is 
applied to the transaction, when should a gain or 
loss on the transaction be recognized? 


Interpretive Response: 


Whether or not the transaction is treated as a di- 
vestiture for accounting purposes, generally ac- 
cepted accounting principles require that losses on 
such transactions be recognized. 


When it is determined that no divestiture should be 
recognized for accounting purposes, it follows that 
gain should not be recognized until: 


1. The circumstances precluding treat- 
ment of the transaction as a dives- 
ture have changed sufficiently to 
permit such recognition; and, 


. Any major uncertainties as to ulti- 
mate realization of profit have been 
removed, that is, the consideration 
received in the transaction can be 
reasonably evaluated. 


As the Commission indicated in Accounting Series 
Release No. 95 (quoting from the authoritative ac- 
counting literature): 
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Profit is deemed to be realized when a 
sale in the ordinary course of business 
is effected, unless the circumstances 
are such that the collection of the sale 
price is not reasonably assured.* 


The considerations discussed above regarding 
recognition of a divestiture for accounting pur- 
poses are also of importance in reaching a deter- 
mination as to whether or not collection of the sale 
price is reasonably assured and profit recognition 
is therefore appropriate. In addition, circum- 
stances such as the following tend to raise ques- 
tions as to the propriety of profit recognition at any 
given time subsequent to the transaction: 


1. Evidence of financial weakness of 
the buyer. 


. Substantial uncertainty as to the 
amount of future costs and expenses 
to be incurred by the seller. 


. Substantial uncertainty as to the 
amount of proceeds to be realized 
because of the form of consideration 
received: e.g., nonrecourse debt, 
notes with optional settlement provi- 
sions, purchaser’s stock, or other 
nonmonetary consideration which 
may be of indeterminable value. 


(Where satisfaction of the buyer's obligations to 
the seller remains dependent on earnings of the 





*Accounting Research Bulletin No. 43, Chapter 1, 
Section A. (American Institute of Certified Public 
Accountants, 1953). 


This passage is also quoted in paragraph 12 of 
Accounting Principles Board Opinion No. 10 
(American Institute of Certified Public Account- 
ants, 1966), footnote 8, which states, in pertinent 
part: “The Board recognizes that there are excep- 
tional cases where receivables are collectible over 
an extended period of time and, because of the 
terms of the transactions or other conditions, there 
is no reasonable basis for estimating the degree of 
collectibility. When such circumstances exist, and 
as long as they exist, either the installment method 
or the cost recovery method of accounting may be 
used.” 


Volume 21, No. 19, February 17, 1981 





business divested, it will frequently be appropriate 
for the seller to continue to measure the uncer- 
tainty of ultimate collection by the operating losses 
of the business.) 


The degree of uncertainty surrounding ultimate 
realization of the consideration is a matter which 
must be evaluated in the light of the attendant cir- 
cumstances each time realization is evaluated. 
The degree of uncertainty is enhanced, however, 
by the presence of any of the factors referred to 
above, and such factors must be considered in 
reaching a determination with respect to recogni- 
tion of gain. 


F. Accounting Changes not Retroactively Applied 
Due to Immateriality 


Facts: 


A registrant is required to adopt an accounting 
principle by means of restatement of prior periods’ 
financial statements. However, the registrant de- 
termines that the accounting change does not 
have a material effect on prior periods’ financial 
statements and, accordingly, decides not to re- 
state such financial statements. 


Question: 


In these circumstances, is it acceptable to adjust 
the beginning balance of retained earnings of the 
period in which the change is made for the 
cumulative effect of the change on the financial 
statements of prior periods? 


Interpretive Response: 


No. If prior periods are restated, the cumulative 
effect of the change should be included in the 
statement of income for the period in which the 
change is made (not to be reported as a cumula- 
tive effect adjustment in the manner of Accounting 
Principles Board Opinion No. 20). Even in cases 
where the total cumulative effect is not significant, 
the staff believes that the amount should be re- 
flected in the results of operations for the period in 
which the change is made. However, if the 
cumulative effect is material to current operations 
or to the trend of the reported results of opera- 
tions, then the individual income statements of the 
earlier years should be retroactively adjusted. 
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This position is consistent with the requirements of 
Statement of Financial Accounting Standards 
(“FAS”) No. 5, “Accounting for Contingencies,” 
FAS No. 8, “Accounting for the Translation of 
Foreign Currency Transactions and Foreign Cur- 
rency Financial Statements,” and FAS No. 13, 
“Accounting for Leases,” which indicate that “the 
cumulative effect [of the change] on retained 
earnings at the beginning of the earliest period re- 
stated shall be included in determining net income 
of that period.” 


TOPIC 6: INTERPRETATIONS OF ACCOUNTING 
SERIES RELEASES 


A. Accounting Series Release No. 166— 
Disclosure of Unusual Risks and Uncertainties 
in Financial Reporting 


1. Market Value Changes 
Facts: 


ASR No. 166 discusses changing risk characteris- 
tics in assets of enterprises and the need to fully 
disclose such changes. With respect to marketable 
securities, ASR No. 166 states that “consideration 
should be given to including disclosure on the face 
of the balance sheet . . . and the income statement 
... Of market value changes.” 


Question 1: 


What should be the basis of judging materiality in 
determining whether disclosure discussed above 
is appropriate? Also, for how many periods should 
the disclosure be given? 


Interpretive Response: 


With respect to disclosures pursuant to ASR No. 
166, income statement amounts will be considered 
material and should be disclosed if they are mate- 
rial in relation to either investment income or net 
income. Similarly, balance sheet amounts will be 
considered material and should be disclosed if 
they are material in relation to stockholders’ 
equity. 


When such disclosure is necessary (as it will be in 
almost all cases involving material changes in 
market value as compared to investment income 
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or net income) it should be given for all years in 
the statements. Disclosure should be made in all 
financial statements filed, as for example in an in- 
surance company’s subsidiary’s separate state- 
ments, in parent company financial statements if 
the parent has a portfolio of its own and in consoli- 
dated statements. 


Question 2: 


If disclosure is given on the face of the financial 
statements of market value changes and, signifi- 
cant changes occur subsequent to the end of the 
period but before the issuance of the financial 
statements, may market value changes based 
upon the latter values be used? 


Interpretive Response: 


The amounts shown on the face of the balance 
sheet and the income statement should reflect 
values at the end of the periods and changes in 
value during the period, respectively. If market 
values have changed substantially since year-end, 
that information should normally be shown in the 
footnote, but no objection will be made by the staff 
if it is also shown on the face of the statement 
Recovery of market value prior to the reporting 
date is not sufficient reason to eliminate this dis- 
closure since one of the primary purposes is to 
disclose the volatility of market values in relation 
to assets and net income. 


B. Accounting Series Release No. 175—Rule 
3A-02(e) Relating to Consolidated Financial 
Statements* 


General Facts: 


Rule 3A-02(e) of Regulation S-X provides, in gen- 
eral, that separate financial statements shall be 
presented for consolidated subsidiaries (or groups 
of subsidiares) engaged in specified financial-type 
businesses if the subsidiaries are significant sub- 
sidiaries. Combined separate financial statements 





*In Accounting Series Release No. 281, Sep- 
tember 2, 1980, Rule 4-02(e) of Regulation S-X 
(adopted in ASR No. 175) was redesignated as 
Rule 3A-02(e). In addition, the Commission is re- 
examining Rule 3A-02(e) along with requirements 
for other types of separate financial statements 
and expects to issue rule proposals in the near 
future. 
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shall also be presented for nonsignficiant consoli- 
dated subsidiaries in these businesses when reg- 
istrant’s investment in and advances to all such 
subsidiaries exceed 10 percent of total assets on a 
registrant's balance sheet. Notwithstanding these 
requirements, separate statements may be omit- 
ted under certain conditions specified in the Rule. 


1. Definitions 

a. Engaged in the Business 

Facts: 

A consolidated subsidiary has operations in one of 
the businesses specified in Rule 3A-02(e) and in 
another business not specified in the Rule. 


Question: 


Would such subsidiary be regarded as engaged in 
one of the businesses specified in the Rule? 


Interpretive Response: 


A consolidated subsidiary should be regarded as 
engaged in one of the specified financial-type 
businesses if its primary activity is in that busi- 
ness. For example, if more than 50 percent of the 
revenues of a leasing subsidiary are derived from 
finance leases, it would be considered as engaged 
in the “finance” business. 


Facts: 

A significant consolidated subsidiary is engaged in 
a “finance” business not identified in the Rule, as 
for example in the credit card business. 

Question: 

Would Rule 3A-02(e) apply to such subsidiary? 
Interpretive Response: 

Yes. The Rule applies to consolidated subsidiaries 
which are, in substance, engaged in the “finance” 


business. A credit card company is engaged in the 
“finance” business. 


b. All Nonsignificant Consolidated Subsidiaries 
not Otherwise Included 
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Facts: 


The Rule specifies a test to determine whether 
separate financial statements are required for “all 
nonsignificant consolidated subsidiaries not 
otherwise included in groups above.” 


Question: 


Does this phrase encompass subsidiaries en- 
gaged in manufacturing? 


Interpretive Response: 


No. This phrase is directed to all nonsignificant 
consolidated subsidiaries engaged in one or more 
of the financiai-type businesses such as life insur- 
ance, fire and casualty insurance, securities 
broker-dealer, finance (which group includes 
similar activities such as factoring, mortgage 
banking and leasing, exclusive of subsidiaries with 
only non-financial leases), savings and loan or 
banking (including all subsidiaries of banks) for 
which financial statements are not otherwise pre- 
sented separately or in group financial statements. 
Nonetheless, there may be instances that in order 
to adequately present the financial condition of the 
consolidated entity separate financial statements 
of consolidated manufacturing subsidiaries should 
be presented; in such instances the Commission 
may, by informal written notice, require the inclu- 
sion of the separate statements of the manufac- 
turing subsidiaries. 


c. Registrant's Investment 
Facts: 


The Rule refers to “Registrant's investment (in- 
cluding current and noncurrent advances).” 


Question: 


Do guarantees of a subsidiary’s indebtedness by a 
registrant affect its investment? 


Interpretive Response: 


Yes. Where the registrant has guaranteed in- 
debtedness of a nonsignificant consolidated sub- 
sidiary engaged in a business described in Rule 
3A-02(e), the amount of guaranteed indebtedness 
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is to be considered in advance in determining the 
amount of the registrant's investment in and ad- 
vances to such subsidiary. The amount of 
guaranteed indebtedness should also be added to 
the parent company’s total assets since, for the 
purpose of this test, the funds may be considered 
in substance a borrowing by the parent company 
with the related proceeds advanced to the sub- 
sidiary. 


d. Registrant's Total Assets 


Facts: 


Rule 3A-02(e) requires separate financial state- 
ments (combined if appropriate) of certain nonsig- 
nificant consolidated subsidiaries ‘““when regis- 
trant’s investment (including current and noncur- 
rent advances) in all such subsidiaries exceeds 10 
percent of total assets on registrant’s balance 
sheet.” 


Question 17: 


ond? 


Does “registrant's” balance sheet mean the “par- 
ent company only” balance sheet? 


Interpretive Response: 


Yes. 


Question 2: 

Where the parent company only balance sheet re- 
flects investments in subsidiaries at cost, should 
such investments be adjusted to the equity method 
for the purpose of making the test under this Rule? 
Interpretive Response: 


Yes. 


e. Income (or Loss) Before Income Taxes and 
Extraordinary Items 


Facts: 
In testing whether financial statements may be 
omitted under 3A-02(e)(1), reference is made to 


“income (or loss) before income taxes and ex- 
traordinary items.” 
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Question: 


Does such income include discontinued operations 
and exclude the cumulative effect of an accounting 
change? 


Interpretive Response: 


Yes. 


f. Proportionate Share 
Facts: 


The only asset of a holding company is an 89 per- 
cent equity interest in a subsidiary engaged in one 
of the financial-type businesses specified in the 
Rule. Rule 3A-02(e)(1) allows omission of sepa- 
rate financial statements “if the registrant's and 
registrant’s other subsidiaries’ proportionate share 
(based on their equity interests) of (i) total assets 

. (ii) total sales and revenues ... and (iii) in- 
come... exceeds 90 percent of the corresponding 
amounts on the consolidated financial state- 
ments.” 


Question: 


Would separate financial statements of the 89 per- 
cent owned subsidiary be required? 


Interpretive Response: 


No. Interpreted literally, the exemption from filing 
separate financial statements would never be 
available unless the registrant and registrant’s 
other subsidiaries own more than 90 percent of the 
equity interests of a consolidated subsidiary, re- 
gardless of the percentage of the consolidated fi- 
nancial statements amounts attributable to such 
subsidiary. This literal interpretation, however, 
does not reflect the intention of the exemption. The 
tests under subparagraph (1) should be made by 
comparing total assets (after intercompany elimi- 
nations), total sales and revenues (after intercom- 
pany eliminations), total sales and revenues (after 
intercompany eliminations), and income (or loss) 
before income taxes and extraordinary items of the 
consolidated subsidiary (or group of subsidiaries) 
being tested to the related consolidated amounts 
in order to determine if each exceeds 90 percent 
of the consolidated totals. 
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g. Average Income 
Facts: 


In testing whether the income (or loss) before in- 
come taxes and extraordinary items of a sub- 
sidiary or group of subsidiaries exceeds 90 per- 
cent of the consolidated amount, the average con- 
solidated income or average consolidated loss for 
the last five fiscal years may be used in the com- 
putation. 


Question: 


Is special treatment of loss years in computing av- 
erage consolidated income or income years in 
computing average consolidated loss permitted or 
required? 


Interpretive Response: 


Rule 3A-02(e)(1) neither permits nor requires any 
special treatment of loss years in computing aver- 
age consolidated income or income years in com- 
puting average consolidated loss. Consequently, a 
simple arithmetic average of consolidated income 
or loss for the last five years is to be used. (Note 
that the averaging provisions in the Rule only 
apply to the consolidated statements and not to 
those of the consolidated subsidiary or group of 
subsidiaries being tested.) Additionally, the aver- 
age consolidated income (or loss) may be substi- 
tuted for the most recent year’s consolidated in- 
come (or loss) only when the average and the most 
recent year’s amounts are both income or both 
loss. 


h. Sales and Revenues Derived from Registrant 


Facts: 


A subsidiary in the finance business purchases in- 
stallment contracts arising from sales made by its 
parent and by the parent’s other subsidiaries. 


Question: 
Are the revenues (interest income) which are 
earned on the installment contracts considered as 


being “derived from” the parent and its other sub- 
sidiaries as contemplated by Rule 3A-02(e)(2)? 
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Interpretive Response: 


Yes. For the purpose of Rule 3A-02(e)(2) the sales 
and revenues of a subsidiary shall be deemed to 
be derived from the registrant and the registrant's 
other subsidiaries if they are dependent on the op- 
erations of these entities. 


2. Tests under Rule 3A-02(e) 
a. Financial Statements Used 


Facts: 


The Rule provides for certain percentage tests, in 
addition to those provided by Rule 1-02 of Regula- 
tion S-X, to determine whether separate financial 
statements of consolidated subsidiaries are re- 
quired to be presented. Rule 1-02 specifies that 
the most recent annual financial statements are to 
be used to determine a “significant subsidiary.” 


Question: 


What financial statements should be used in mak- 
ing the tests described in Rule 3A-02(e)? 


Interpretive Response 


In general, the most recent annual financial state- 
ments should be used for all tests in applying the 
rule. However, if the composition of the consoli- 
dated financial-type subsidiaries has signficantly 
changed since the most recent annual period, ad- 
ditional separate financial statements may be re- 
quired (or certain separate financial statements 
may be omitted) based on the application of the 
tests to the most recent financial statements in a 
filing, as indicated in the following item. 


b. Additional Statements/Omission of Statements 


Facts: 


The Commission has the general authority to re- 
quire, by informal written notice, the filing of other 
financial statements in addition to or in substitution 
for, the financial statements technically required 
by Regulation S-X, or to permit, by informal written 
request, the omission of certain financial state- 
ments that would otherwise be required to be filed. 
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Question: 


Under what circumstances might additional finan- 
cial statements be required or might financial 
statements otherwise required be permitted to be 
omitted? 


Interpretive Response 


Where a financial-type subsidiary is acquired sub- 
sequent to the most recent annual period, and ad- 
ditional separate financial statements are indi- 
cated by applying the tests under Rule 3A-02(e) to 
the most recent financial statements included in 
the filing, such additonal financial statements are 
usually required to be presented. Conversely, 
where a financial-type subsidiary is disposed of 
subsequent to the most recent annual period, 
separate financial statements with respect to such 
subsidiary are usually permitted to be omitted. 


Separate financial statements of a subsidiary (or 
group of subsidiaries) engaged in the same busi- 
ness as the registrant and constituting all of its 
significant subsidiaries would not provide mean- 
ingful information in addition to that disclosed in 
the consolidated statements, and such separate 
statements may not be required. 


Where parent-only and consolidated financial 
statements are presented, and all of the consoli- 
dated subsidiaries are engaged in only one of the 
financial-type businesses cited in the Rule, sepa- 
rate statements for the consolidated subsidiaries 
may not be required. 


c. Tests Apply to Subsidiary as a Whole 

Facts: 

The primary activity of a subsidiary is in one of the 
financial-type businesses cited in the Rule, but the 


subsidiary also has activity in a nonfinancial-type 
business. 


Question: 


How would the tests under Rule 3A-02(e) be 
applied to the subsidiary’s financial statements? 
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Interpretive Response: 


If the primary activity of a consolidated subsidiary 
is determined to be of a financial-type business 
described in the Rule, the tests to determine the 
financial statement requirements shall be applied 
to the financial statements of that subsidiary as a 
whole, including all of the activities of that sub- 
sidiary. 


d. Application of Tests 
Facts: 


Parent Company Assets 


$60,000,000 
$100,000,000 


Consolidated Assets 


Assets of Consolidated Subsidiaries 
Life Insurance 

Subsidiary No. 1 

Subsidiary No. 2 


$14,000,000 
4,000,000 


$18,000,000 


Fire and Casualty Insurance 
Subsidiary No. 3 
Subsidiary No. 4 
Subsidiary No. 5 


$4,000,000 
4,000,000 
3,000,000 
$11,000,000 


Finance 
Subsidiary No. 6 


Bank 
Subsidiary No. 7 


$2,000,000 


$6,000,000 


Savings and Loan 


Subsidiary No. 8 $8,000,000 


Parent Company’s Investment Including 
Current and Noncurrent Advances 
Subsidiary No. 6 
Subsidiary No. 7 
Subsidiary No. 8 


$1,500,000 
4,000,000 


$9,500,000 


The parent's and its other subsidiaries’ propor- 
tionate share of sales and revenues and equity in 
income before income taxes and extraordinary 
items of Subsidiaries 2, 3, 4 and 5, 6, 7 and 8 are 
less than 10 percent of the consolidated totals. 


Question: 


With respect to the facts presented above, for 
which subsidiaries must separate financial state- 
ments be filed? 
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4,000,000 


Interpretive Response: 


Since Life Insurance Subsidiary No. 1 is a signifi- 
cant subsidiary, separate or combined financial 
statements are required to be presented for both 
life insurance subsidiaries. Also, since the three 
fire and casualty insurance subsidiaries in the 
aggregate meet the tests of a significant sub- 
sidiary, separate or combined financial statements 
are required to be presented for those sub- 
sidiaries. In addition, combined financial state- 
ments of the remaining subsidiaries, Nos. 6, 7 and 
8 are required. 


If it is demonstrated to the satisfaction of the staff 
that it is impracticable to furnish combined state- 
ments of all of the remaining subsidiaries (Nos. 6, 
7 and 8), the staff generally will permit the com- 
bined statements to exclude the financial state- 
ments of any subsidiaries in which the parent’s 
aggregate investment (including current and non- 
current advances) in such omitted subsidiaries 
does not exceed 10 percent of the assets on the 
parent company’s balance sheet, provided, how- 
ever, that the notes to the combined financial 
statements explain the nature of the businesses 
for which financial statements have been omitted 
and the reason it is deemed impracticable to in- 
clude the financial statements of the omitted sub- 
sidiaries. Thus, in this instance, assuming the staff 
agrees that furnishing the combined financial 
statements of the remaining subsidiaries is im- 
practicable, financial statements of either Sub- 
sidiary 7 or 8, at a minimum, would be required. (In 
general, financial statements for the larger or 
otherwise more important nonsignificant sub- 
sidiaries would be expected to be presented.) 


3. Financial Statements to be Presented 
a. Subsidiaries 
Facts: 


The parent company and one of its significant 
subsidiaries are both engaged in the “finance” 
business. 


Question: 


Should the operations of the parent company 
which relate to the finance business be combined 
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with those of the subsidiary in presenting separate 
statements under Rule 3A-02(e)? 


Interpretive Response: 


No. The business activities for which financial 
statements may be required pursuant to Rule 3A- 
02(e) are limited to those conducted by subsidiary 
companies. If both the registrant and certain of its 
subsidiaries are engaged in the same financial- 
type business, the tests to determine if financial 
statements pursuant to the provisions of Rule 3A- 
02(e) are required, and the separate financial 
statements presented, apply only to the sub- 
sidiaries. 


b. Subsidiaries of Subsidiaries 
Facts: 


The following elements comprise registrant's con- 
solidated financial statements: 


Registrant—holding company 


Significant Subsidiary Life Insurance Company 
(significant both with and without the assets and 
operations of its wholly-owned casualty insurance 
subsidiary) 


Significant Subsidiary Casualty Insurance Com- 
pany (a subsidiary of the life insurance company) 
(significant both to the registrant consolidated and 
to the consolidated statements of its life insurance 
parent). 


Question: 


What financial statements are required? 


Interpretive Response: 


In addition to the consolidated financial statements 
of the registrant (and possibly the unconsolidated 
financial statements of the registrant), financial 
statements of the life insurance company and fi- 
nancial statements of the casualty insurance com- 
pany are required. 


Rule 3A-02(e) is not intended to require the inclu- 
sion of separate or combined financial statements 
of second tier subsidiaries (the casualty insurance 
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company in this case) when such subsidiaries are 
significant to the first tier subsidiary but not signifi- 
cant to the consolidated registrant. However, if the 
second tier subsidiary is engaged in a financial- 
type business different from that of the first tier 
subsidiary and the second tier subsidiary is signifi- 
cant to the consolidated registrant, then financial 
statements of the second tier subsidiary are re- 
quired. 


Facts: 


The following elements comprise registrant's con- 
solidated financial statement: 


Registrant—holding company 


Significant Subsidiary Bank and its sub- 
sidiary, Credit Life No. 1 


Significant Subsidiary Finance and its 
subsidiary, Credit Life No. 2 


Significant Subsidiary, Credit Life No. 3 
Question: 


Does Rule 3A-02(e) require separate financial 
statements for the group of subsidiaries in the 
credit life insurance business? 


Interpretive Response: 


Generally credit life insurance subsidiaries of 
banks and finance companies are an integral part 
of the operations of their parents and substantially 
all of their business activities are closely related to 
the business activities of the parent. If this is the 
case in this situation then separate financial 
statements should be presented for (a) Subsidiary 
Bank, consolidated with its subsidiary, Credit Life 
No. 1; (b) Subsidiary Finance Co., consolidated 
with its subsidiary Credit Life No. 2, and (c) Sub- 
sidiary Credit Life No. 3. 


c. Number of Financial Statements 
Facts: 


ASR No. 175 states that “under unusual circum- 
stances as many as four separate sets of state- 
ments may be needed.” 
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Question: 


Is this statement intended to identify the maximum 
number of sets of financial statements which might 
be required pursuant to Rule 3A-02(e)? 


Interpretive Response: 


No. 


4. Presentation of Financial Statements 
a. Significant Subsidiaries 


Facts: 


Rule 3A-02(e) requires presentation of separate 
statements for “each significant consolidated sub- 
sidiary or each group of consolidated subsidiaries 
which in the aggregate meets the tests of a signifi- 
cant subsidiary engaged in the business of... .” 


Question: 


Are group financial statements required and, if 
presented, should the group financial statements 
include subsidiaries in more than one of the busi- 
nesses cited in the Rule? 


Interpretive Response: 


Financial statements of significant consolidated 
subsidiaries required under the tests of Rule 3A- 
02(e) may be presented separately or combined in 
groups. Group financial statements of such sub- 
sidiaries, if presented, should be confined to sub- 
sidiaries primarily engaged in the same business. 


b. Nonsignificant Subsidiaries 


Facts: 


Rule 3A-02(e) requires separate “combined” fi- 
nancial statements for certain nonsignificant con- 
solidated subsidiaries. 


Question: 


May separate financial statements be presented 
individually for subsidiaries in this group? 
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Interpretive Response: 


Yes. 


c. General Form and Content 
Question: 


To what extent does Regulation S-X govern the 
form and content of the separate and combined fi- 
nancial statements presented pursuant to the 
Rule? 


Interpretive Response: 


Separate financial statements combined and fi- 
nancial statements of subsidiaries in the same 
financial-type business shall be presented in ac- 
cordance with the applicable Article in Regulation 
S-X including all appropriate disclosures (i.e., dis- 
closures required under generally accepted ac- 
counting principles as well as those required by 
Regulation S-X) except supporting schedules need 
not be furnished. If disclosures necessary for the 
separate financial statement and combined finan- 
cial statements of subsidiaries in the same 
financial-type business are included in notes to the 
consolidated or other financial statements included 
in the filing, such disclosures need not be repeated 


if appropriate cross-reference to the disclosures is 
made. 


In applying Regulation S-X to the financial state- 
ments of a particular group of nonsignificant con- 
solidated subsidiaries, consideration should be 
given to the following presentation: 


— Combined financial statements pre- 
pared in accordance with the Article 
in Regulation S-X applicable to the 
financial-type business activity that 
dominates the combined financial 
statements. 


— Combined financial statements seg- 
mented to reflect groups of separate 
accounts of the various financial-type 
business activities in the statement. 
When this type of presentation is 
made, the appropriate Article in Reg- 
ulation S-X should be considered for 
each group of separate accounts. 
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5. Separate Financial Statements in Form 10-Q 


Facts: 


The reqiirements for financial information in Form 
10-Q were revised in Securities Act Release No. 
5611. In general, the financial statement informa- 
tion must follow the general form of presentation 
set forth in Regulation S-X with certain enumer- 
ated exceptions. 


Question: 


Is Rule 3A-02(e) required to be followed in finan- 
cial statements in Form 10-Q? 


Interpretive Response: 


Although not enumerated as an exception, Rule 
3A-02(e) is not required to be followed. 


C. Accounting Series Release No. 250—Dis- 
closure of Relationships with Independent, 
Public Accountants 


. Audit vs. Non-audit Services 


Facts: 


Instruction No. 1 to Item 8(g) of the proxy rules 
states in part that ‘all fees for services provided in 
connection with the audit function (e.g., reviews of 
quarterly reports, filings with the Commission, and 
annual reports) may be computed as part of the 
audit fees.” 


Question 1: 


What other services does the staff believe meet 
the criterion of being “services provided in con- 
nection with the audit function’? 


Interpretive Response: 


The following are additional examples of services 
provided by the principal accountant that the staff 
believes may meet the criterion: 


@ Meetings with the audit committee or 
the board of directors on matters re- 
lated to the audit. 
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e Reviews of the system of internal ac- 
counting control for the purpose of 
determining the adequacy of the sys- 
tem, or reviews of the issuer’s proce- 
dures for making such determinations. 


Review of tax provisions to determine 
appropriateness. 


Consultations during the year on 
matters related to accounting and fi- 
nancial reporting. 


Review of financial and related infor- 
mation that is to be included in filings 
with the Commission and other regu- 
latory agencies. 


Preparation of a letter to management 
on matters coming to the accountants’ 
attention during an examination of fi- 
nancial statements. 


Limited reviews of financial informa- 
tion to be included in interim reports to 
shareholders and other investors or 
otherwise made public. 


Issuance of ‘‘comfort’’ letters to 
underwriters. 


Reviews of sensitive payments or 
compliance with corporate codes of 
conduct when done in conjunction with 
the examination of financial state- 
ments. 


Audits of entities that have been ac- 
quired by the issuer. 


Reviews of compliance with restrictive 
clauses in loan indentures or other 
agreements. 


Services performed in connection with 
the issuance of special reports under 
Statement of Auditing Standards No. 
14. 


The staff believes the following are among the 
services which do not meet the criterion: 
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e Reviews or examination of financial 
records, business practices, etc. of 
companies which the issuer is consid- 
ering acquiring. 


e Internal control services provided for 
the purpose of designing or redesign- 
ing systems and procedures. 


e Preparation of tax returns or the ren- 
dering of tax advice. 


e Assistance with tax authority exam- 
inations. 


e Reviews of or assistance in the prep- 
aration of feasibility studies or limited 
purpose forecasts and projections. 


Question 2: 


Should audit services provided to the employee 
benefit plans of an issuer be included in the dis- 
closure of non-audit services where the issuer en- 
gages the independent accountant for such serv- 
ices? 


Interpretive Response: 


No. The general audit services provided to em- 
ployee benefit plans are typically inter-related to 
the examination of the issuer’s financial state- 
ments and may be considered services provided in 
connection with the audit function. Specific non- 
audit services provided to employee benefit plans, 
however, must be included in the issuer’s non- 
audit services disclosures. 


Question 3: 


If tax services for executives are mandated by the 
audit committee as part of its monitoring of com- 
pliance with corporate conduct, should such serv- 
ices be disclosed as non-audit? 


Interpretive Response: 


Yes. 


1672/SEC DOCKET 


2. Percentage Relationships 
Facts: 


Item 8(g) states, in part, “For the fiscal year most 
recently completed, describe each professional 
service provided by the principal accountant and 
state the percentage relationship which the aggre- 
gate of the fees for all non-audit services bear to 
the audit fees... .” 


Question 7: 


What amount should be used as the denominator 
for this computation? 


Interpretive Response: 


The amount recorded as the cost for audit, includ- 
ing those services provided in connection with the 
audit function, during the most recently completed 
fiscal year. 


Question 2: 


Does each non-audit service have to be described 
if the percentage relationship of the individual fee 
is less than three percent of audit fees? 


Interpretive Response: 


Yes. Only the individual fee relationship percent- 
age is exempt from disclosure. However, judgment 
must be used to determine when it is appropriate 
to combine, for purposes of description, specific 
instances of rendering a service. 


Question 3: 


Should the services and related fees of account- 
ants who are an associated or correspondent firm 
of the principal accountant be included in the dis- 
closures? 


Interpretive Response: 


Yes. Such accountants are considered extensions 
of the principal accountant. 
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Question 4: 


Should services provided to subsidiaries of the is- 
suer be included in the disclosures? 


Interpretive Response: 


Yes. Services provided with respect to any sub- 
sidiaries, whether or not consolidated, should be 
included. Services with respect to 50% and less 
owned entities should be excluded, unless such 
entities are consolidated or unless substantially all 
of the fees were paid by the issuer. 


Question 5: 


Should ‘out-of-pocket” expenses incurred by the 
accountant and reimbursed by the issuer be in- 
cluded in this computation? 


Interpretive Response: 


Yes. Such expenses should be included with the 
services to which they apply. 


Question 6: 


How should non-audit services not completed by 
year end be disclosed? 


Interpretive Response: 


Because the staff believes there would be a high 
correlation between the fiscal period in which a 
service is provided and the fiscal period in which 
its cost is recorded and because, in those 
instances where there is a difference in these fis- 
cal periods the effect on the disclosure is only be- 
tween years, the taff will not object to issuers dis- 
closing the services and computing the percent- 
ages using the amounts recorded as a cost by the 
issuer during the most recently completed fiscal 
year if the method is consistently followed year to 
year. 


Question 7: 


If the issuer engages the principal accountant to 
provide tax services for the issuer's executives, do 
such services have to be disclosed? 
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Interpretive Response: 
Yes. 
Question 8: 


Should services that are disclosed elsewhere in 
the proxy statement, such as tax services provided 
to executives that are disclosed as management 
remuneration, also be disclosed as non-audit 
services pursuant to Item 8(g)? 


Interpretive Response: 
Yes. 
3. Approval of Non-audit Services 


Facts: 


Item 8(g) states, in part, “Indicate whether, before 
each professional service provided by the principal 
accountant was rendered, it was approved by, and 
the possible effect on the independence of the ac- 
countant was considered by, (1) any audit or simi- 
lar committee of the Board of Directors and, (2) for 
any service not approved by an audit or similar 
committee, the Board of Directors.” 


Question: 


Is generic approval of non-audit services satisfac- 
tory for disclosures under this requirement? 


Interpretive Response: 


Generic approval by the audit committee or board 
of directors of a defined group of non-audit serv- 
ices may result in an affirmative response to this 
disclosure requirement where such approval is 
made at least annually and includes a limitation 
regarding the magnitude of the services and the 
audit committee or board of directors subsequently 
compares with earlier approvals the nature and 
magnitude of the services actually performed. 


4. Fee Arrangements 
Facts: 


Instruction No. 4 to Item 8(g) states, “Describe the 
circumstances and give details of any services 
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provided by the registrant's independent account- 
ant during the latest fiscal year that were furnished 
at rates or terms that were not customary.” In Ac- 
counting Series Release No. 250, the Commission 
states, in part, “Fee arrangements where the ac- 
countant has agreed to a fee significantly less than 
a fee that would cover expected direct costs in 
order to obtain the client or in response to criticism 
of prior services are examples of situations which 
would require disclosures.” 


Question 1: 


What costs does the staff believe should be in- 
cluded in direct costs? 


Interpretive Response: 


The staff believes that at a minimum the com- 
pensation and fringe benefitis of the personnel as- 
signed to the engagement and out-of-pocket ex- 
penses should be included in direct costs. 


Question 2: 
Must the provision of a service without charge or 
at a nominal charge to an audit client be described 


if the accountant’s usual fee for such service is de 
minimis? 


Interpretive Response: 


No description of the circumstances is necessary if 
the service is concomitant to the audit and if the 
accountant’s normal fee for such a service is de 
minimis. 


. Accounting Series Release No. 257— 
Requirements for Financial Accounting and 
Reporting Practices for Oil and Gas Produc- 
ing Activities 


. Estimates of Quantities of Proved Reserves 


Facts: 


Rule 4-10 contains definitions of proved reserves, 
proved developed reserves, and proved unde- 
veloped reserves to be used in determining quan- 
tities of oil and gas reserves to be reported in fil- 
ings with the Commission. 
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Question 1: 


The definition of proved reserves states that res- 
ervoirs are considered proved if “economic pro- 
ducibility is supported by either actual production 
or conclusive formation test.” May oil and gas re- 
serves be considered proved if economic produci- 
bility is supported only by core analyses and/or 
electric or other log interpretations? 


Interpretive Response: 


Economic producibility of estimated proved re- 
serves can be supported to the satisfaction of the 
Office of Engineering if geological and engineering 
data demonstrate with reasonable certainty that 
those reserves can be recovered in future years 
under existing economic and operating conditions. 
The relative importance of the many pieces of 
geological and engineering data which should be 
evaluated when classifying reserves cannot be 
identified in advance. In certain instances, proved 
reserves may be assigned to reservoirs on the 
basis of a combination of electrical and other type 
logs and core analyses which indicate the reser- 
voirs are analogous to similar reservoirs in the 
same field which are producing or have demon- 
strated the ability to produce on a formation test. 


Question 2: 


In determining whether “proved undeveloped re- 
serves” encompass acreage on which fluid injec- 
tion (or other improved recovery technique) is 
contemplated, is it appropriate to distinguish be- 
tween (i) fluid injection used for pressure mainte- 
nance during the early life of a field and (ii) fluid 
injection used to effect secondary recovery when a 
field is in the late stages of depletion? The defini- 
tion in Rule 4-10(a)(4) does not make this distinc- 
tion between pressure maintenance activity and 
fluid injection undertaken for purposes of sec- 
ondary recovery. 


Interpretive Response: 


The Office of Engineering believes that the dis- 
tinction identified in the above question may be 
appropriate in a few limited circumstances, such 
as in the case of certain fields in the North Sea. 
The staff will review estimates or proved reserves 
attributable to fluid injection in the light of the 
strength of the evidence presented by the regis- 
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trant in support of a contention that enhanced re- 
covery will be achieved. 


Question 3: 


What volumes of natural gas liquids should be re- 
ported as net reserves, that portion recovered in a 
gas processing plant and allocated to the lease- 
hold interest or the total recovered by a plant 
from net interest gas? 


Interpretive Response: 


Companies should report reserves of natural gas 
liquids which are net to their leasehold interests, 
i.e., that portion recovered in a processing plant 
and allocated to the leasehold interest. It may be 
appropriate in the case of natural gas liquids not 
clearly attributable to leasehold interests owner- 
ship to follow instruction (b) of Item 2(b)(3) of 
Regulation S-K and report such reserves sepa- 
rately and describe the nature of the ownership. 


Question 4: 


What pressure base should be used for reporting 
gas and production, 14.73 psia or the pressure 
base specified by the state? 


Interpretive Response: 


The reporting instructions to the Department of 
Energy’s Form ElA-28 specify that natural gas re- 
serves are to be reported at 14.73 psia and 60 de- 
grees F. There is no pressure base specified in 
Regulation S-X or S-K. At the present time the 
staff will not object to natural gas reserves and 
production data calculated at other pressure 
bases, if such other pressure bases are identified 
in the filing. 


2. Estimates of Future Net Revenues 


Facts: 


Paragraph (k)(6) of Rule 4-10 requires the disclo- 
sure of the estimated future net reserves from pro- 
duction of proved oil and gas reserves, computed 
by applying current prices of oil and gas (with con- 
sideration of price changes only to the extent pro- 
vided by contractual arrangements) to estimated 
future production as of the latest balance sheet 
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date, less estimated future expenditures (based on 
current costs) of developing and producing the 
proved reserves, and assuming continuation of 
existing economic conditions. 


Question 17: 


For purposes of determining reserves and esti- 
mated future net revenues, what price should be 
used for gas which will be produced after an 
existing contract expires or after the redetermina- 
tion date in a contract? 


Interpretive Response: 


The price to be used for gas which will be pro- 
duced after a contract expires or as a redetermi- 
nation is the current market price at the end of the 
fiscal year for that category of gas plus any fixed 
and determinable price escalations applicable to 
that category of gas under the Natural Gas Policy 
Act of 1978 (NGPA) through the date of expiration 
or redetermination. This price may be increased 
thereafter only for additional fixed and determina- 
ble escalations, as appropriate, for that cateogry of 
gas. A fixed and determinable escalation is one 
which is specified in amount and is not based on 
future events such as rates of inflation. 


Question 2: 


What price should be applied to gas which at the 
end of a fiscal year is not yet subject to a gas 
sales contract? 


Interpretive Response: 


The price to be used is the current market price for 
similarly situated gas at the end of the fiscal year 
plus, for estimated future production, fixed and 
determinable escalations to be allowed by the 
NGPA, provided the company can reasonably ex- 
pect to sell the gas at the prevailing market price. 


Question 3: 


What price should be used for gas which will be 
produced in the future after a well is contemplated 
to become a “stripper” well? 
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Interpretive Response: 


At the time in the future when it is contemplated 
that a gas well will qualify for stripper classifica- 
tion, the current price for stripper gas (adjusted for 
fixed and determinable escalations to the date that 
stripper status is attained) may be used. This as- 
sumes that the gas is not subject to a contract at a 
lower price. 


Question 4: 


In connection with the pricing of oil, what price 
should be used for oil which will be produced after 
a well becomes a stripper well? 


Interpretive Response: 


Oil that is estimated to be produced after a well 
qualifies as a stripper should be valued using the 
current price for stripper oil in effect at the end of 
the fiscal year. 


Question 5: 


The NGPA appears to retain certain pricing provi- 
sions of the 1938 Natural Gas Act for natural gas 
dedicated to interstate commerce prior to the 
enactment of the 1978 Act (November 9, 1978). If 
natural gas dedicated to interstate commerce prior 
to November 9, 1978, is subject to a gas purchase 
contract that expressly incorporates the price es- 
calation provisions of the Federal Power Commis- 
sion Opinion No. 770-A under the 1938 Act, may a 
determination of the price of such gas take into 
account these escalation provisions even though 
Rule 4-10(a)(2) of Regulation S-X prohibits ad- 
justment for inflation? 


Interpretive Response: 


The rules specify the use of current prices plus 
future fixed and determinable escalations. If the 
company determines that FPC Opinion No. 770-A 
prices are to be received and the escalation provi- 
sions of that Opinion are incorporated in the gas 
purchase contract, those specified escalations are 
considered fixed and determinable. If NGPA prices 
are to be received, only those escalations not 
based on inflation can be considered. 
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Question 6: 


Under what condition can appropriate NGPA 
prices and escalations be used for contracts which 
have area rate escalations and are now being 
amended to specify NGPA prices? 


Interpretive Response: 


The response to this question is similar to the pre- 
ceding response. If the NGPA price will be re- 
ceived under the present contract, escalations that 
are fixed and determinable may be considered. 


Question 7: 


Since April 1979, as directed by the President, the 
Department of Energy has issued a series of reg- 
ulations designed to phase out price controls on 
domestic crude oil by October 1, 1981. Lower tier 
oil was moved to upper tier prices at the rate of 1.5 
percent per month starting June 1, 1979, and 
lower tier oil has been moving to upper tier prices 
at the rate of 3 percent per month starting 
January 1, 1980. Beginning January 1, 1980, pro- 
ducers were permitted to sell each month an addi- 
tional 4.6% of their upper tier oil at the uncon- 
trolled market price. A “windfall profits” tax on the 
increased selling price of controlled oil attributed 
to this phased decontrol has also been enacted. 
To what extent should these pricing changes and 
taxes be taken into consideration in estimating fu- 
ture net revenues? 


Interpretive Response: 


Registrants should give full effect to price in- 
creases associated with phased decontrol. Future 
monthly reclassifications of oil from lower to upper 
tier and from upper tier to uncontrolled market 
price should generally be priced at the prices 
being received for the applicable categories at the 
date of the reserve valuation. In addition, the 
“windfall profits” tax should be considered in com- 
puting future net revenues. 


Question 8: 


To what extent should price increases announced 
by OPEC or by certain government agencies not yet 
effective at the date of the reserve report be con- 
sidered in determining current prices? 
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Interpretive Response: 


Current prices should not reflect price increases 
announced but not yet effective at the date of the 
reserve valuation, i.e., the end of the fiscal year. 


3. Disclosure of Reserve Information 
a. Income Tax Effects 
Facts: 


Income taxes are excluded from the computation 
of future net revenues and present values required 
pursuant to paragraph (k)(6) of Rule 4-10. 


Question: 


Is it acceptable to compute the estimated income 
taxes related to the future net revenues and report 
net-of-tax present value amounts? 


Interpretive Response: 


Yes. The staff encourages registrants to present 
net-of-tax disclosures. The method used to com- 
pute the estimated income tax should be ade- 
quately explained. 


b. Unproved Properties 


Facts: 


Disclosures of reserve information are based on 
estimated quantities of proved reserves of oil and 
gas. Regulation S-K prohibits disclosure of esti- 
mated quantities of probable or possible reserves 
of oil and gas and any estimated value thereof in 
any document publicly filed with the Commission. 


Question: 


What types of disclosures will be permitted by 
registrants who wish to indicate that some of their 
properties have value other than that attributable 
to proved reserves? 


Interpretive Response: 


The Office of Engineering has, for the past several 
years, suggested to registrants the following form 
of disclosure for undeveloped lease acreage: 
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“In addition to proved reserves, the es- 
timated (or appraised) value of leases or 
parts of leases to which proved reserves 
cannot be attributable is $xxx.” 


The registrant should describe the basis on which 
the estimate was made. For example, such esti- 
mated values are often based on the market de- 
mand for leasehold acreage which, in turn, is 
based on a number of qualitative factors such as 
proximity to production. If the disclosed amount is 
based on an appraisal, the person making the ap- 
praisal should be named. 


c. Limited Partnership 10-K Reports 


Facts: 


Regulation S-K contains an exemption from the re- 
quirements of Item 2(b) to disclose certain infor- 
mation relating to oil and gas operations for ‘“‘lim- 
ited partnerships or joint ventures that conduct, 
operate, manage, or report upon oil and gas drill- 
ing income programs which acquire properties 
either for drilling and production, or for production 
of oil, gas, or geothermal steam.” Regulation S-X 
does not contain a similar exemption from the dis- 
closure requirements of Rule 4-10(k). 


Limited partnershp agreements often contain 
buy-out provisions under which the general partner 
agrees to purchase limited partnership interests 
that are offered for sale, based upon a specified 
valuation formula. Because of these arrange- 
ments, the requirements of Regulation S-X for dis- 
closure of reserve value information may be of lit- 
tle significance to the limited partners. 


Question: 


Must the financial statements of limited partner- 
ships included in reports on Form 10-K contain the 
disclosures of estimated future net revenues, 
present values and changes therein, and supple- 
mental summary of oil and gas activities specified 
by paragraphs (k)(6), (k)(7) and (k)(8) of Rule 
4-10? 


Interpretive Response: 


The staff will not take exception to the omission of 
these disclosures in a limited partnership Form 
10-K if reserve value information is available to the 
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limited partners pursuant to the partnership 
agreement (even though the valuations may be 
computed differently and may be as of a date other 
than year end). However, the staff will require all 
of the information specified by paragraph (k) of 
Rule 4-10 for partnerships which are the subject of 
a merger or exchange offer under which various 
limited partnerships are to be combined into a 
single entity. 


d. Limited Partnership Registration Statements 


Facts: 


The staff requires that a registration statement re- 
lating to an offering of limited partnership interests 
include the most recent year-end balance sheet of 
the general partner. This is considered necessary 
for purposes of assessing the financial responsi- 
bility of the general partner. 


Question: 


What disclosures of oil and gas reserve information 
must accompany the balance sheet of the general 
partner? 


Interpretive Response: 


Disclosures should include oil and gas reserve in- 
formation that pertains to the balance sheet, i.e., 
the estimated year-end quantities of proved oil and 
gas reserves and the estimated future net rev- 
enues and present values thereof specified by 
paragraphs (k)(5) and (k)(6) of Rule 4-10. 


4. Filings by Canadian Registrants 


Facts: 


Canadian registrants subject to sections 13 or 
15(d) of the Securities Exchange Act generally are 
required to file annual reports on Form 10-K, and 
are therefore required to comply with the provi- 
sions of Regulation S-X. However, many Canadian 
oil and gas companies currently follow Canadian 
generally accepted accounting principles in the 
presentation of their financial statements, rather 
than the prescribed form of either successful ef- 


1678/SEC DOCKET 


forts or full cost contained in Rule 4—10 of Regula- 
tion S-X. 


Question: 


May Canadian oil and gas companies continue to 
follow Canadian generally accepted accounting 
principles for purposes of reports on Form 10-k? If 
so, what disclosures are required to be included? 


Interpretive Response: 


A Canadian registrant following a method of ac- 
counting other than one of the prescribed methods 
contained in Rule 4-10 of Regulation S-X may 
continue to follow such method but should de- 
scribe the differences in a footnote and include a 
reconciliation showing the net income that would 
be reported pursuant to the Commission’s rules. In 
addition, all Canadian registrants should include 
the disclosures specified by paragraph (k) of Rule 
4-10, including oil and gas reserve quantities, es- 
timated future net revenues, present value infor- 
mation, and the supplemental summary of oil and 
gas producing activities. 


E. Accounting Series Release No. 269—Oil and 
Gas Producers—Supplemental Disclosures on 
the Basis of Reserve Recognition Accounting 

1. Provision for Income Taxes 


Facts: 


The rules for the supplemental summary of oil and 
gas producing activities on the basis of reserve 
recognition accounting require a provision for in- 
come taxes based on the liability method. 


Question: 


How should this provision for income taxes be 
computed? 


Interpretive Response: 


Assume the following costs and estimated future 
net revenues for proved properties added in Year 
0: 
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Present 
Value 


Lease costs . 
Exploration costs: 
TRC ccc? 
Tangible. F 
Development costs . 
Total costs . 


Sales... : 

Production cee. = 

Development costs . ° 
Estimated future net revenues . 


10,000 30,000 
2,000 6,000 
9,000 ——= 
(1,000) 


60 ,000 
14,000 
4,000 


100 ,000 
22 ,000 
13,000 





Additional assumptions are as 

follows: 

At the beginning of Year O: 
Present value of future net revenues . 
Tax basis of proved properties . . : 
Tax liability related to prior adit ions ° 

Year O activity: 
SalES. 4 6 ss we et 
Revisions. . . 
Accretion of discoune. (30, /000 | x 108) 


24,000 42 ,000 65,000 











Tax basis of Year O properties (3,000 + 1, ;000_ + 6 ,000) 


Tax rates: 
Prior years. 
Current year . 


The Summary of Oil and Gas Producting Activities for Year 0 


would show the following: 
Additions to sisi reserves . 
Revisions . ° 
Accretions of disccunt. 


. Accounting Series Release No. 125— 
Adoption of Amendments to Regulation S—X 


. Rule 12-03 
Facts: 


Accounting Series Release No. 125 amended, 
among others, Rule 12-03 of Regulation S-X. 
The amended rule specifies the form and content 
of the schedule required by Rule 5-04 in support 
of financial statements in certain filings with regard 
to amounts receivable from related parties and 
underwriters, promoters, and employees other 
than related parties. 


Question: 


Do the requirements of Rule 12-03 extend to 
amounts receivable from underwriters, promoters, 
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$75,620 
2,000 
3,000 
60,620 


et al., of subsidiaries of the person for whom the 
financial statements are filed that are included in 
the registrant’s financial statements on either an 
equity or fully consolidated basis? 


Interpretive Response: 


Yes. As indicated in Rule 5-04, the requirements 
of Rule 12-03 extend to amounts receivable from 
persons among all the enumerated categories, 
whether their relationships are with the person for 
whom the financial statements are filed or with the 
related parties of that person, including sub- 
sidiaries included in consolidated financial state- 
ments. 


G. Accounting Series Release No. 177—Relating 
to Amendments to Form 10-Q and Regulation 
S-X Regarding Interim Financial Reporting 


SEC DOCKET/1679 





Costs of exploration and Shianae sci 
Incurred in current year. 


Estimated future development sad predackion éodts (present value) 


Additions and revisions tc proved reserves over evaluated costs . 


Provision for incom taxes (see computation). 


Results of oil and gas producing activities on he —— oe 4 reserve 


recognition accounting. 


Tax computation—Year 0: 
Present value of future net revenues 
Current year additions. 


12,000 
27,030 
39 ,030 
41,590 
16, 365 


$25,225 


Additions in prior years (30 ,000_ + 2, /000 + “3 ,000) 


Less tax basis (5,000 + 10,000) 
Future taxa’le income . 
Current tax rate. 


Less Inve 
Liability -or taxes payable in the future . 
Less: Income taxes previously accrued . 


Provision for taxes payable in future years . 


Current tax provisions: 
Taxable income (loss) 
Tax rate. 


ment costs) 


Investment tax credit (10% of $7,000 a ch nei and sienna 


Total tax provision . 


Facts: 


Accounting Series Release No. 177 amended the 
disclosure requirements for quarterly data on Form 
10-Q. The disclosure requirements include con- 
densed financial statements, a narrative analysis 
of results of operations, the approval of any ac- 
counting change by the registrant’s independent 
public accountant, and a signature by the regis- 
trant’s chief financial officer or chief accounting of- 
ficer. In addition, it requires disclosure of selected 
quarterly data by registrants who meet criteria set 
forth in the release as to size and trading activity. 


1. Selected Quarterly Financial Data (Item 12 of 
Regulation S-K)* 


a. Applicability to Interim Financial Statements In- 
cluded in a Registration Statement 





*In Accounting Series Release No. 280, Sep- 
tember 2, 1980, the requirements for selected 
quarterly financial data were moved from Regula- 
tion S-X [Rule 3-16(t)] to Regulation S-K (Item 12). 
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sont tax credit on future development costs (present value). 


17,985 (A) 


(2,000) 
46% 
(920) 


700) 


$16,365 (A & B) 


Question 7: 


Is the quarterly data required by Item 12 of Regu- 
lation S—K applicable to a calendar year-end com- 
pany filing a registration statement which includes 
interim financial statements for the subsequent 
six-month period ended June 30? 


Interpretive Response: 


Yes. Item 12 of Regulation S—K requires disclo- 
sures of quarterly financial data for each quarter in 
the six-month interim period. 


b. Disclosure of Selected Quarterly Financial Data 


Facts: 


Item 12 of Regulation S-K requires disclosure of 
net sales, gross profit, income before extraordi- 
nary items and cumulative effect of a change in 
accounting, per share data based upon such in- 
come, and net income for each full quarter within 
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the two most recent fiscal years and any sub- 
sequent interim period for which income state- 
ments are presented. It also requires the registrant 
to describe the effect of any disposals of segments 
of a business and extraordinary, unusual or in- 
frequently occurring items recognized in each 
quarter, as well as the aggregate effect and the 
nature of year-end or other adjustments which are 
material to the results of that quarter. Furthermore, 
it requires a reconciliation of amounts previously 
reported on Form 10-Q to the quarterly data pre- 
sented if the amounts differ. 


Question 1: 


Are these disclosures required for parent company 
only financial statements when such financial 
statements are presented in addition to consoli- 
dated financial statements? 


Interpretive Response: 


No. 


Question 2: 


Are the disclosure requirements of Item 12 appli- 
cable to supplemental financial statements in- 
cluded in a filing with the SEC for unconsolidated 
subsidiaries and 50% or less owned persons or for 
consolidated subsidiaries engaged in financial ac- 
tivities in accordance with Rule 3A—02(e) of Reg- 
ulation S-X? 


Interpretive Response: 


The summarized quarterly financial data required 
by Item 12 need not be included in supplemental 
financial statements for unconsolidated sub- 
sidiaries and 50% or less owned persons or con- 
solidated subsidiaries engaged in financial ac- 
tivities unless the financial statements are for a 
subsidiary or affiliate that is itself a registrant 
which does not meet the conditions for exemption 
in Item 12(a)(1). 


Question 3: 


lf a company is in a specialized industry where 
“gross profit” generally is not computed (e.g., 
banks, insurance companies and financial com- 
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panies), what disclosure should be made to com- 
ply with the requirements of Item 12? 


Interpretive Response: 


Companies in specialized industries should pre- 
sent summarized quarterly financial data which are 
most meaningful in their particular circumstances. 


For example, a bank might present interest in- 
come, interest expenses, provision for loan losses, 
security gains or losses and net income. Similarly, 
an insurance company might present net pre- 
miums earned, underwriting costs and expenses, 
investment income, security gains or losses and 
net income. 


Question 4: 


If a company wishes to make its quarterly and an- 
nual disclosures on the same basis, would disclo- 
sure of costs and expenses associated directly 
with or allocated to products sold or services ren- 
dered, or other appropriate data to enable users to 
compute “gross profit,” satisfy the requirements of 
Item 12? 


Interpretive Response: 


Yes. 


Question 5: 


What is meant by “pre-share data based upon 
such income” as used in Item 12? 


Interpretive Response: 


Item 12 only requires disclosure of per share 
amounts for income before extraordinary items 
and cumulative effect of a change in accounting. It 
is expected that when per share data is calculated 
for each full quarter based upon such income, the 
per share amounts would be both primary and fully 
diluted. Although it is not required by the rule, 
there are many instances where it would be desir- 
able to also disclose other per share figures such 
as net earnings per share and the per share effect 
of extraordinary items. Where such disclosure is 
made, per share data should be both primary and 
fully diluted. 
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Question 6: 


What is intended by the requirement that regis- 
trants “describe the effect of’ disposals of seg- 
ments of a business, etc.? 


Interpretive Response: 


The rule is intended to require registrants to “dis- 
close the amount” of such unusual transactions 
and events included in the results reported for 
each quarter. Such disclosure would be made in 
narrative form. However, it would not require that 
matters covered by management's discussion and 
analysis of financial cendition and results of oper- 
ations be repeated. In this situation, registrants 
should disclose the nature and amount of the un- 
usual transaction or event and refer to manage- 
ment’s analysis for further discussion of the mat- 
ter. 


Question 7: 


What is intended by the requirement to disclose 
“the aggregate effect and the nature of year-end 
or other adjustments which are material to the re- 
sults of that quarter’? 


Interpretive Response: 


This language is taken directly from Paragraph 31 
of Accounting Principles Board Opinion No. 28 
which relates to disclosures required for the fourth 
quarter of the year. The Opinion indicates that 
earlier quarters should not be restated to reflect a 
change in accounting estimate recorded at year 
end. However, changes in an accounting estimate 
made in an interim period that materially affect the 
period (quarter) in which the change occurred are 
required to be disclosed in order to avoid mis- 
leading comparisons. In making such disclosure, 
registrants may wish to identify (but not restate) 
the prior periods in which transactions were re- 
corded which relate to the change in the quarter. 
The staff believes that the disclosure guidelines of 
Paragraph 31 also should apply to interim financial 
statements included in registration statements. 


Question 8: 


If a company has filed a Form 8 amending a pre- 
viously filed Form 10-Q, is a reconciliation of 
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quarterly data in annual financial statements with 
the amounts originally reported on Form 10-Q re- 
quired? 


Interpretive Response: 


Yes. However, if the company publishes quarterly 
reports to shareholders and has previously made 
detailed disclosure to shareholders in such reports 
of the change reported on the Form 8, no recon- 
ciliation would be required. 


c. Financial Statements Presented on Other Than 
a Quarterly Basis 


Facts: 


Item 12 requires disclosure of quarterly financial 
data for each full quarter of the last two fiscal 
years and in any subsequent interim period for 
which an income statement is presented. 


Question 1: 


lf a company reports at interim dates on other than 
a calendar-quarter basis (e.g., 12-12-16-12 
week basis), will it be precluded from reporting on 
such basis in the future? 


Interpretive Response: 


No, as long as it discloses the basis of interim fis- 
cal period reporting and the interim fiscal periods 
on which it reports are consistently determined 
from year to year (or, if not, the lack of compara- 
bility is disclosed). 


Question 2: 


lf a calendar-year company presents interim in- 
come statements in a registration or proxy 
statement for a five-month period, would it be ac- 
ceptible to only include quarterly financial data for 
the first quarter of the current five-month period? 


Interpretive Response: 


In this case, quarterly financial data are required 
only for the first fiscal quarter included in the cur- 
rent five-month period. 
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Question 3: 


If a company presents an income statement in a 
registration or proxy statement for a cumulative 
twelve-month period in lieu of comparative interim 
period income statements and the twelve-month 
period does not coincide with the company’s fiscal 
quarters (e.g., the income statement is for the 
twelve months ending May 31, 19x2, whereas the 
company’s quarters are on a claendar basis), 
should quarterly financial data be presented for 
each quarterly period ending August, November, 
February and May. 


Interpretive Response: 


No. Quarterly data is required for each full quarter 
for 19x1 and for fiscal quarters subsequent to the 
most recent fiscal year included in the twelve- 
month income statement (e.g., the quarter ending 
March 31, 19x2). 


d. Exemption from Item 12 Requirements 


Facts: 


In ASR No. 177, the Commission has provided 
exemptions for certain smaller companies and 
companies whose securities are not widely traded 
from the disclosure requirements of Item 12. Such 
exemptions are based on the size of the company 
as measured by total assets and net income, as 
defined, and the extent of trading in its securities 
as measured by whether they are listed on a na- 
tional securities exchange or quoted on the Na- 
tional Association of Securities Dealers Automatic 
Quotation System and meet the specified ‘actively 
traded” criteria set forth in the rule. 


Question 1: 


Would a company with less than $200 million of 
total assets be exempted from the requirements of 
Item 12 if it reported a net loss before extraordi- 
nary items and a cumulative effect of a change in 
accounting for any one of its last three fiscal years 
(e.g., loss of $1 million in 19x1 and earnings of $1 
million in 19x2 and 19x3)? 


Interpretive Response: 


Yes, such a company is not required to disclose 
selected quarterly financial data in filings which in- 
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clude 1973 as the latest fiscal year because it has 
not had net income, as defined, of at least 
$250,000 for each of the last three fiscal years and 
also did not have total assets of at least $200 mil- 
lion at the last fiscal year-end. 


Question 2: 


Should the determination of net income, as de- 
fined, for each of the last three fiscal years be ad- 
justed for restatements of prior years’ figures as a 
result of changes in accounting principles, busi- 
ness combinations (accounted for as poolings of 
interests), prior-period adjustments, etc? 


Interpretive Response: 


Net income, as defined, for the last three fiscal 
years should be determined each year on the 
basis of current financial statements which in- 
cluded those years. Such financial statements 
would reflect restatements, if any, of prior years’ 
data in accordance with Accounting Principles 
Board Opinion Nos. 9, 16 and 20, and Statement 
of Financial Accounting Standards No.16. How- 
ever, as indicated in the interpretive response to 
Question 3, below, a registrant will not be required 
to retroactively disclose the quarterly financial data 
called for by Item 12 for the prior year as a result 
of such restatements if it was exempted from such 
a requirement when the prior year financial state- 
ments were originally filed with the Commission. 


Question 3: 


Is a registrant which are previously exempt from 
the requirements of Item 12 but no longer meets 
the tests for exemption required to retroactively in- 
clude the quarterly financial data for prior years’ 
financial statements presented for comparative 
purposes? 


Interpretive Response: 


No. Although Item 12 requires disclosure of 
selected quarterly financial data for the two most 
recent years, a registrant will not be required to 
retroactively include the quarterly financial data 
called for by this instruction if it was exempted 
from such a requirement when the financial state- 
ments were originally filed with the Commission. 
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Question 4: 


Is a closed-end investment company subject to the 
Investment Company Act of 1940 required to com- 
ply with the disclosure requirements of Item 12? 


Interpretive Response: 


A closed-end investment company which has se- 
curities registered pursuant to Section 12(b) of the 
Exchange Act is not exempt from the requirements 
of Item 12. However, a closed-end investment 
company that is exempt from registration under 
Section 12(g) of the Exchange Act is exempt from 
the requirements of Item 12. 


Question 5: 


Should the $200 million total assets and $250,000 
net income for each of the last three fiscal years 
tests be made at the beginning or end of the fiscal 
year? 


Interpretive Response: 


In order to facilitate the engagement of independ- 
ent accountants to perform a limited review of the 
quarterly financial statements on a timely basis, if 
desired, the size and income tests of Item 12 
should be applied at the beginning of the fiscal 
year. 


2. Amendments to Form 10-Q* 
a. Form of Condensed Financial Statements 


Facts: 


Instruction 4(a)(1) of Form 10-Q provides that “(1) 
Balance sheets and income statements shall in- 
clude only major captions (i.e., numbered cap- 
tions) set forth in Regulation S-X, with the excep- 
tion of Inventories where data as to raw materials, 
work in process and finished goods shall be in- 
cluded, if applicable. Where any major balance 
sheet caption is less than 10% of total assets and 
the amount in the caption has not increased or de- 





*In Securities Act Release No. 33-6236, Sep- 
tember 2, 1980, the Commission has proposed 
amendments to Form 10-Q. 
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creased by more than 25% since the previous bal- 
ance sheet presented, the caption may be com- 
bined with others. When any major income state- 
ment caption is less than 15% of average net in- 
come for the most recent three years and the 
amount in the caption has not increased or de- 
creased by more than 20% as compared to the 
next preceding comparable income statement, the 
caption may be combined with others.” Similarly, 
the statement of source and application of funds 
may be abbreviated, starting with a single figure of 
funds provided by operations and showing other 
sources and applications individually only when 
they exceed 10% of the average of funds provided 
by operations for the most recent three years. 


Question 1: 


Do the terms “previous balance sheet presented” 
and “next preceding comparable income state- 
ment” refer to the financial statements for the pre- 
ceding quarter for the financial statements for the 
comparable period of the preceding year? 


Interpretive Response: 


The comparison is between the preceding quarter 
and the current quarter. For example, in the sec- 
ond quarter of 19x1 the comparison would be be- 
tween the March 31, 19x1 quarter and June 30, 
19x1. 


Question 2: 


If a company previously combined captions in a 
Form 10-Q but is required to present such cap- 
tions separately in the Form 10-Q for the current 
quarter, must it retroactively reclassify amounts 
included in the prior-year financial statements pre- 
sented for comparative purposes to conform with 
the captions presented for the current-year quar- 
ter? 


Interpretive Response: 
Yes. 
Question 3: 


In determining whether or not major income 
statement captions may be combined, does aver- 
age “net income” for the last three years (using 
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the company’s last year end as the starting point) 
mean “net income” or income before extraordinary 
items and changes in accounting principles? 


Interpretive Response: 


It means “net income.” 


Question 4: 


If a company uses the gross profit method or some 
other method to determine cost of goods sold for 
interim periods, will it be acceptable to state only 
that it is not practicable to determine components 
of inventory at interim periods? 


Interpretive Response: 


The staff believes disclosure of inventory compo- 
nents is important to investors. In reaching this 
decision the staff recognizes that registrants may 
not take inventories during interim periods and that 
managements, therefore, will have to estimate the 
inventory components. However, the staff believes 
that management will be able to make reasonable 
estimates of inventory components based upon 
their knowledge of the company’s production 
cycle, the costs (labor and overhead) associated 
with this cycle as well as the relative sales and 
purchasing volume of the company. 


Question 5: 


If a company has years during which operations 
resulted in a net outflow of funds, should it exclude 
such years from the computation of funds provided 
by operations for the three most recent years in 
determining what sources and applications must 
be shown separately? 


Interpretive Response: 


Yes. Similar to the determination of average net 
income, if operations resulted in a net outflow of 
funds during any year, such amount should be 
excluded in making the computation of funds pro- 
vided by operations for the three most recent 
years unless operations resulted in a net outflow of 
funds in all three years, in which case the average 
of the net outflow of funds should be used for the 
test. 
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Question 6: 


Must a company include an analysis of changes in 
each element of working capital in the condensed 
statement of source and application of funds in- 
cluded in its Form 10-Q? 


Interpretive Response: 


No. The statement of source and application of 
funds can be abbreviated and needs to include 
only funds provided by operations and other 
sources and applications of funds which exceed 
10% of the average of funds provided by opera- 
tions for the most recent three years. 


b. Disclosures with Respect to the Dispositions of 
Business 


Facts: 


Instruction 4(e) to Form 10-Q requires certain dis- 
closures when “the registrant has disposed of any 
significant portion of its business during any of the 
periods covered by the report... .” 


Question 1: 


What is intended by the phrase “significant portion 
of its business” as used in Instruction 4(e)? 


Interpretive Response: 


The term “significant portion of its business” refers 
to a “segment of a business” as defined in Para- 
graph 13 of Accounting Principles Board Opinion 
No. 30, which covers, among other things, the re- 
porting of the effects of the disposal of a segment 
of a business. 


c. Reporting Requirements for Accounting 
Changes 


1. Preferability 
Facts: 


Instruction 4(f) to Form 10-Q requires that a regis- 
trant who changes its method of accounting shall 
indicate the date for such changes and the rea- 
sons for the changes. The registrant also must in- 
clude as an exhibit in the “first Form 10-Q filed 
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subsequent to the date of an accounting change, a 
letter from the registrant's independent account- 
ants . . . indicating whether or not the change is to 
an alternative principle which in his judgment is 
preferable under the circumstances.” A letter from 
the independent accountant is not required ‘““when 
the change is made in response to a standard 
adopted by the Financial Accounting Standards 
Board which requires such a change.” 


Question 171: 


For some alternative accounting principles, au- 
thoritative bodies have specified when one alter- 
native is preferable to another. However, for other 
alternative accounting principles, no authoritative 
body has specified criteria for determining the 
preferability of one alternative over another. In 
such situations, how should preferability be deter- 
mined? 


Interpretive Response: 


In such cases, where objective criteria for deter- 
mining the preferability among alternative ac- 
counting principles have not been established by 
authoritative bodies, the determination of prefera- 
bility should be based on the particular circum- 
stances described by and discussed with the reg- 
istrant. In addition, the independent accountant 
should consider other significant information of 
which he is aware. 


Question 2: 


Management may offer, as justification for a 
change in accounting principle, circumstances 
such as: their expectation as to the effect of gen- 
eral economic trends on their business (e.g., the 
impact of inflation), their expectation regarding ex- 
panding consumer demand for the company’s 
products, or plans for change in marketing 
methods. Are these circumstances which enter 
into the determination of preferability? 


Interpretive Response: 


Yes. Those circumstances are examples of busi- 
ness judgment and planning and should be 
evaluated in determining preferability. In the case 
of changes for which objective criteria for deter- 
mining preferability have not been established by 
authoritative bodies, business judgment and busi- 
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ness planning often are major considerations in 
determining that the changes is to a preferable 
method because the change results in improved 
financial reporting. 


Question 3: 


What responsibility does the independent ac- 
countant have for evaluating the business judg- 
ment and business planning of the registrant? 


Interpretive Response: 


Business judgment and business planning are 
within the province of the registrant. Thus, the in- 
dependent accountant may accept the registrant’s 
business judgment and business planning and ex- 
press reliance thereon in his letter. However, if 
either the plans or judgment appear to be unrea- 
sonable to the independent accountant, he should 
not accept them as justification. For example, an 
independent accountant should not accept a reg- 
istrant’s plans for a major expansion if he believes 
the registrant does not have the means of obtain- 
ing the funds necessary for the expansion pro- 
gram. 


Question 4: 


If a registrant, who has changed to an accounting 
method which was preferable under the circum- 
stances, later finds that it must abandon its busi- 
ness plans or change its business judgment be- 
cause of economic or other factors, is the regis- 
trant’s justification nullified? 


Interpretive Response: 


No. A registrant must in good faith justify a change 
in its method of accounting under the circum- 
stances which exist at the time of the change. The 
existence of different circumstances at a later time 
does not nullify the previous justification for the 
change. 


Question 5: 


lf a registrant justified a change in accounting 
method as preferable under the circumstances, 
and the circumstances change, may the registrant 
revert to the method of accounting used before the 
change? 
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Interpretive Response: 


Any time a registrant makes a change in account- 
ing method, the change must be justified as pref- 
erable under the circumstances. Thus, a registrant 
may not change back to a principle previously 
used unless it can justify that the previously used 
principle is preferable in the circumstances as they 
currently exist. 


Question 6: 


If one client of an independent accounting firm 
changes its method of accounting and the ac- 
countant submits the required letter stating his 
view of the preferability of the principle in the cir- 
cumstances, does this mean that all clients of that 
firm are constrained from making the converse 
change in accounting (e.g., if one client changes 
from FIFO to LIFO, can no other client change 
from LIFO to FIFO)? 


Interpretive Response: 


No. Each registrant must justify a change in ac- 
counting method on the basis that the method is 
preferable under the circumstances of that regis- 
trant. In addition, a registrant must furnish a letter 
from its independent accountant stating that in the 
judgment of the independent accountant the 
change in method is preferable under the circum- 
stances of that registrant. If registrants in appar- 
ently similar circumstances make changes in op- 
posite directions, the staff has a responsibility to 
inquire as to the factors which were considered in 
arriving at the determination by each registrant 
and its independent accountant that the change 
was preferable under the circumstances because 
it resulted in improved financial reporting. The staff 
recognizes the importance, in many circum- 
stances, of the judgments and plans of manage- 
ment and recognizes that such management 
judgements may, in good faith, differ. As indicated 
above, the concern relates to registrants in appar- 
ently similar circumstances, no matter who their 
independent accountants may be. 


Question 7: 


If a registrant changes its accounting to one of two 
methods specifically approved by the FASB in a 
Statement of Financial Accounting Standards, 
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need the independent accountant express his view 
as to the preferability of the method selected? 


Interpretive Response: 


If a registrant was formerly using a method of ac- 
counting no longer deemed acceptable, a change 
to either method approved by the FASB may be 
presumed to be a change to a preferable method 
and no letter will be required from the independent 
accountant. If, however, the registrant was for- 
merly using one of the methods approved by the 
FASB for current use and wishes to change to an 
alternative approved method, then the registrant 
must justify its change as being one to a prefera- 
ble method in the circumstances and the inde- 
pendent accountant must submit a letter stating 
that in his view the change is to a principle that is 
preferable in the circumstances. 


2. Filing of a Letter from the Accountants 


Facts: 


The registrant makes an accounting change in the 
fourth quarter of its fiscal year. Instruction 4(f) to 
Form 10-Q requires that the registrant file a letter 
from its independent accountants stating whether 
or not the change is preferable in the circum- 
stances in the next Form 10-Q. Although not re- 
quired, the independent accountant’s preferability 
letter is filed as an exhibit to the registrant’s an- 
nual report on Form 10-K for the fiscal year of the 
accounting change. 


Question 1: 


Must the independent accountant’s letter also be 
filed with the first quarter’s Form 10-Q in the fol- 
lowing year? 


Interpretive Response: 


No. However, if no letter is included with Form 
10-K, a letter is required to be filed with the next 
Form 10-Q. 


H. Accounting Series Release No. 148— 
Disclosure of Compensating Balances and 
Short-Term Borrowing Arrangements 
(adopted November 13, 1973 as modified by 
ASR No. 172 adopted on June 13, 1975 and 
ASR No. 280 adopted on September 2, 1980) 
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Facts: 


ASR No. 148 (as modified) amends Regulation 
S-X to include: 


1) Disclosure of compensating balance 
arrangements. 


Segregation of cash for compensat- 
ing balance arrangements that are 
legal restrictions on the availability of 
cash. 


Disclosure in the supplemental 
schedules of data related to short- 
term borrowings including (by cate- 
gory): 


i. general terms and conditions. 
ii. average short/term borrowings 
outstanding during the period and 
the highest month end balance dur- 
ing the period. 
iii. average interest rate for the 
period and on borrowings outstand- 
ing at the end of the period, and the 
manner in which such coverages 
were computed. 

1. Applicability 

a. Arrangements with Other Lending Institutions 


Question: 


In addition to banks, is ASR No. 148 applicable to 
arrangements with factors, commercial finance 
companies or other lending entities? 


Interpretive Response: 

Yes. 

b. Bank Holding Companies and Brokerage Firms 
Question: 


Do the provisions of ASR No. 148 apply to bank 
holding companies and to brokerage firms filing 
under Rule 17a-5(k)-(1)? 
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Interpretive Response: 


Yes; however, brokerage firms are not expected to 
meet these requirements when filing Form X- 
17a-5. 


c. Financial Statements of Parent Company and 
Unconsolidated Subsidiaries 


Question: 


Are the provisions of ASR No. 148 applicable to 
parent company financial statements in addition to 
consolidated financial statements? To financial 
statements of unconsolidated subsidiaries? 


Interpretive Response: 


ASR No. 148 data for consolidated financial 
statements only will generally be sufficient when a 
filing includes consolidated and parent company 
financial statements. Such data are required for 
each unconsolidated subsidiary or other entity 
when a filing is required to include complete finan- 
cial statements of those entities. When the filing 
includes summarized financial data in a footnote 
about such entities, the disclosures under ASR 
No. 148 relating to the consolidated financial 
statements will be sufficient. 


d. Foreign Lenders. 


Question: 


Are ASR No. 148 disclosure requirements appli- 
cable to arrangements with foreign lenders? 


Interpretive Response: 


Yes. 


2. Classification of Short-Term Obligations 

a. Debt Related to Long-Term Projects 

Facts: 

Companies engaging in significant long-term con- 
structon programs frequently arrange for revolving 


cover loans which extend until the completion of 
long-term construction projects. Such revolving 
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cover loans are typically arranged with substantial 
financial institutions and typically have the follow- 
ing characteristics: 


1) A firm long-term mortgage commit- 
ment is obtained for each project. 


2) Interest rates and terms are in line 
with the company’s normal borrowing 
arrangements. 


3) Amounts are equal to the expected 
full mortgage amount of all projects. 


4) The company may draw down funds at 
its option up to the maximum amount 
of the agreement. 


5) The company uses short-term 
interim construction financing (com- 
mercial paper, bank loans, etc.) 
against the revolving cover loan. 
Such indebtedness is rolled over or 
drawn down on the revolving cover 
loan at the company’s option. The 
company typically has regular bank 
lines of credit, but these generally 
are not legally enforceable. 


Question: 


Under FASB No. 6 and ASR No. 172, will the clas- 
sification of loans such as described above as 
long-term be acceptable? 


Interpretive Response: 


Where such conditions exist providing for a firm 
commitment throughout the construction program 
as well as a firm commitment for permanent 
mortgage financing, and where there are no con- 
tingencies other than the completion of construc- 
tion, the guideline criteria are met and the bor- 
rowing under such a program should be classified 
as long-term with appropriate disclosure. 


3. Compensating Balances 


a. Compensating Balances for Future Credit 
Availability 
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Facts: 


Rule 5-02.1 of Regulation S-X requires disclosure 
of compensating balances in order to avoid undis- 
closed commingling of such balances with other 
funds having different liquidity characteristics and 
bearing no determinable relationship to borrowing 
arrangements. It also requires footnote disclosure 
distinguishing the amounts of such balances 
maintained under a formal agreement to assure 
future credit availability. 


Question: 

In disclosing compensating balances maintained 
to assure future credit availability, is it necessary 
to segregate compensating balances for an un- 
used portion of a regular line of credit when a total 
compensating balance amount covering both used 


and unused amounts of a line of credit is dis- 
closed? 


Interpretive Response: 

No. 

b. Changes in Compensating Balances 
Facts: 


ASR No. 148 guidelines indicate the need for ad- 
ditional disclosures where compensating balances 
were materially greater during the period than at 
the end of the period. 


Question: 


Does this disclosure relate to changes in the ar- 
rangement (e.g., the required compensating bal- 
ance percentage) or changes in borrowing levels? 
Interpretive Response: 

Both. 

c. Float 


Facts: 


ASR No. 148 states that “compensating balance 
arrangements . . . are normally expressed in terms 
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of collected bank ledger balances but the financial 
statements are presented on the basis of the com- 
pany’s books. In order to make the disclosure of 
compensating balance amounts ... consistent 
with the cash amounts reflected in the financial 
statements, the balance figure agreed upon by the 
bank and the company should be adjusted if pos- 
sible by the estimated float.” 


Question: 


In determining the amount of “float” as suggested 
by ASR No. 148 guidelines, frequently an adjust- 
ment to the bank balance is required for “uncol- 
lected funds.” On what basis should this adjust- 
ment be estimated? 


Interpretive Response: 


The adjustment should be estimated based upon 
the method used by the bank or a reasonable ap- 
proximation of that method. The following is a 
sample computation of the amount of compensat- 
ing balances to be disclosed where uncollected 
funds are involved. 


Assumptions: 


The company has agreed to maintain compensat- 
ing balances equal to 20% of short-term borrow- 
ings. 


Short-term borrowings 
Compensating balances per bank balances 
Estimated float (approximates the excess of 
outstanding checks over deposits in 
transit) 
Estimated uncollected funds 
Computation: 
Compensating balances per bank 
balances 
Estimated uncollected funds 
Estimated float 


$10,000,000 
2,000,000 


480,000 
320,000 


2,000,000 
320,000 
(480,000) 


Compensating balances stated in terms 
of a book cash balance and to be 


disclosed $ 1,840,000 


4. Miscellaneous 


a. Periods Required 
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Question: 


For what periods are ASR No. 148 disclosures re- 
quired? 


Interpretive Response: 

Disclosure of compensating balance arrangements 
and other disclosures called for in ASR No. 148 
are required for the latest fiscal year but are gen- 
erally not required for any later interim period un- 


less a material change has occurred since year 
end. 


b. 10-Q Disclosures 

Question: 

Are ASR No. 148 disclosures required in 10-Q’s? 
Interpretive Response: 

In general, ASR No. 148 disclosures are not re- 
quired in Form 10-Q. However, in some instances 
material changes in borrowing arrangements or 


borrowing levels may give rise to the need for dis- 
closure either in Form 10-Q or Form 8-K. 


c. Determining Average Interest Rate 


Question: 


In disclosing the means of determining the weight- 
ed average interest rate of approximate average 
aggregate short-term borrowings outstanding dur- 
ing the period (Rule 12-10), will a description using 
such words as “daily,” “weekly,” “monthly,” gen- 
erally be acceptable? 


Interpretive Response: 


Yes. 


|. Accounting Series Release No. 149—Improved 
Disclosure of Income Tax Expense (adopted 
November 28, 1973 and modified by ASR 280 
adopted on September 2, 1980) 


Facts: 


ASR Nos. 149 and 280 amend Regulation S-X to 
include: 
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1) Disclosure of tax effect of timing dif- 
ferences comprising deferred income 
tax expense. 


Disclosure of the components of in- 
come tax expense, including cur- 
rently payable and the net tax effects 
of timing differences. 


Disclosure of the components of in- 
come [loss] before income tax ex- 
pense [benefit] as either domestic or 
foreign. 


4) Reconciliation between the statutory 
Federal income tax rate and the ef- 
fective tax rate. 


1. Tax Rate 


Question 1: 


In reconciling to the effective tax rate should the 
rate used be a combination of state and Federal 
income tax rates? 


Interpretive Response: 


No, the reconciliation should be made to the Fed- 
eral income tax rate only. 


Question 2: 


What is the “applicable statutory Federal income 
tax rate”? 


Interpretive Response: 


The applicable statutory Federal income tax rate is 
the normal rate applicable to the reporting entity. 
Hence, the statutory rate for a U.S. partnership is 
zero. If, for example, the statutory rate for U.S. 
corporations is 22% on the first $25,000 of taxable 
income and 46% on the excess over $25,000, the 
“normalized rate” for corporations would fluctuate 
in the range between 22% and 46% depending on 
the amount of pretax accounting income a corpo- 
ration has. 


Volume 21, No. 19, February 17, 1981 


2. Taxes of Investee Company 


Question: 


lf a registrant records its share of earnings or 
losses of a 50% or less owned person on the 
equity basis and such person has an effective tax 
rate which differs by more than 5% from the appli- 
cable statutory Federal income tax rate, is a rec- 
onciliation as required by Rule 4-08(g) necessary? 


Interpretive Response: 


Whenever the tax components are known and 
material to the investor’s (registrant’s) financial 
position or results of operations, appropriate dis- 
closure should be made. In some instances where 
50% or less owned persons are accounted for by 
the equity method of accounting in the financial 
statements of the registrant, the registrant may not 
know the rate at which the various components of 
income are taxed and it may not be practicable to 
provide disclosure concerning such components. 


It should also be noted that it is generally neces- 
sary to disclose the aggregate dollar and per- 
share effect of situations where temporary tax 
exemptions or “tax holidays” exist, and that such 
disclosures are also applicable to 50% or less 
owned persons. Such disclosures should include a 
brief description of the factual circumstances and 
give the date on which the special tax status will 
terminate. See paragraph C of Topic 11. 


3. Net of Tax Presentation 
Question: 


What disclosure is required when an item is re- 
ported on a net of tax basis (e.g., extraordinary 
items, discontinuance or disposals of business 
segments, or cumulative adjustment related to ac- 
counting change)? 


Interpretive Response: 


When an item is reported on a net of tax basis, 
additional disclosure of the nature of the tax com- 
ponent should be provided by reconciling the tax 
component associated with the item to the appli- 
cable statutory Federal income tax rate or rates. 
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4. Loss Years 
Question: 


Is a reconciliation of a tax recovery in a loss year 
required? 


Interpretive Response: 


Yes, in loss years the actual book tax benefit of 
the loss should be reconciled to expected normal 
book tax benefit based on the applicable statutory 
Federal income tax rate. 


5. Foreign Registrants 
Question 1: 


Occasionally, reporting foreign persons may not 
operate under a normal income tax base rate such 
as the current U.S. Federal corporate income tax 
rate. What form of disclosure is acceptable in 
these circumstances? 


Interpretive Response: 


In such instances, reconciliations between year- 
to-year effective rates or between a weighted av- 
erage effective rate and the current effective rate 
of total tax expense may be appropriate in meeting 
the requirements of Rule 4-08(g). A brief descrip- 
tion of how such a rate was determined would be 
required in addition to other required disclosures. 
Such an approach would not be acceptable for a 
U.S. registrant with foreign operations. Foreign 
registrants with unusual tax situations may find 
that these guidelines are not fully responsive to 
their needs. In such instances, registrants should 
discuss the matter with the staff. 


Question 2: 


Where there are significant reconciling items that 
relate in significant part to foreign operations as 
well as domestic operations, is it necessary to dis- 
close the separate amounts of the tax component 
by geographical area, e.g., statutory depletion al- 
lowances provided for by U.S. and by other foreign 
jurisdictions? 
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Interpretive Response: 


It is not practicable to give an all-encompassing 
answer to this question. However, in many cases 
such disclosure would seem appropriate. 


6. Securities Gains and Losses 
Question: 


If the tax on the securities gains and losses of 
banks and insurance companies varies by more 
than 5% from the applicable statutory Federal in- 
come tax rate, should a reconciliation to the 
statutory rate be provided? 


Interpretive Response: 


Yes. 


7. Tax Expense Components v. ‘Overall’ Pre- 
sentation 


Facts: 


Rule 4-08(g) requires that the various components 
of income tax expense be disclosed, e.g., currently 
payable domestic taxes, deferred foreign taxes, 
etc. Frequently income tax expense will be in- 
cluded in more than one caption in the financial 
statements. For example, income taxes may be 
allocated to continuing operations, discontinued 
operations, extraordinary items, cumulative effects 
of an accounting change and direct charges and 
credits to shareholders’ equity. 


Question: 


In instances where income tax expense is allo- 
cated to more than one caption in the financial 
statements, must the components of income tax 
expense included in each caption be disclosed or 
will an “overall” presentation such as the following 
be acceptable? 


The components of income tax expense are: 


Currently payable (per tax return): 
Federal 
Foreign 


$350,000 
150,000 
50,000 
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Deferred: 
Federal 
Foreign 


125,000 


$800,000 


Income tax expense is included in the financial 
statements as follows: 


Continuing operations 
Discontinued operations 
Extraordinary income 
Cumulative effect of chinage in 
accounting principle 


$600,000 
(200,000) 
300,000 


100,000 


$800,000 


Interpretive Response: 


An overall presentation of the nature described will 
be acceptable. 


TOPIC 7: REAL ESTATE COMPANIES 
A. Reporting Requirements 
Facts: 


Release No. 33-5611 rescinded the rules that re- 
quired certain real estate companies to file quar- 
terly financial data on Form 7-Q. That release also 
adopted amendments to Form 10-Q to require a 
statement of source and application of funds 
(statement of changes in financial position) on a 
quarterly basis from all registrants. Form 10-K re- 
quires such data from all registrants on an annual 
basis. 


Question: 


Should real estate companies present the funds 
data in their quarterly report on 10-Q and annual 
report on Form 10-K in the same format as in re- 
scinded Form 7-Q? 


Interpretive Response: 


For most real estate operations the staff is of the 
view that registrants should present funds data in 
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their quarterly reports on Form 10-Q and annual 
reports on Form 10-K in the same general format 
outlined in rescinded Form 7-Q. The format used 
in the old Form 7-Q had been specifically designed 
to provide important information for analysis of 
such entities. Form 7-Q required that real estate 
companies present funds data in a format gener- 
ally as follows: 


e Net income 

e Less cash distributions to shareholders 

e Excess (deficiency) 

e Add depreciation 

e Deduct mortgage payments 

e Excess (deficiency) of funds generated over dis- 
tributions 


B. Land Development Companies 
Facts: 


Much of the revenue generated by registrants en- 
gaged in retail land sales activities is represented 
by long-term receivables and their revenue recog- 
nition policies are generally out of phase with the 
actual receipt of cash. 


Unless this fact is recognized and properly re- 
flected in the statement of changes in financial po- 
sition, the actual effect of operations on the flow of 
funds will not be apparent. 


Question: 


Does the staff have a format that it recommends 
for such situations? 


Interpretive Response: 


A statement of changes in financial position for 
registrants engaged in land development activities 
which begins with “Income before extraordinary 
items” should include as specific items recognized 
in determining that income which did not provide 
or use funds (a) an amount representing collec- 
tions of contracts receivable relating to prior years 
(an addition to income before extraordinary items) 
and (b) an amount representing uncollected re- 
ceivables from sales of the current year (a deduc- 
tion from income before extraordinary items). An 
illustration follows: 
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(Heading) 


Source of funds:* 
Income before 
extraordinary items 
Add (deduct) items 
not affecting funds: 
Provision for depreciation 
Provision for cost 
of development of land sold 
Provision for contract 
cancellations 
Collection o: contracts 
receivable relating to prior 
years’ sales X,XXX X,XXX 
Contracts receivable on 
current year’s sales 


$XX,XXX $XxX,XXX 


(XX,XXx) (XX, XXX) 





Funds provided (used) by 
operations before extraordinary 
(Xxx) 


C. Schedules of Real Estate and Accumulated 
Depreciation, and of Mortgage Loans on Real 
Estate 


Facts: 

Whenever investments in real estate or mortgage 
loans on real estate are significant, the schedules 
of such items (see Rule 12-28 and 12-29 of Reg- 
ulation S-X) are required in a prospectus. 


Question: 


Is such information also required in annual reports 
to shareholders? 


Interpretive Response: 


Although Rules 14a-3 and 14c-3 permit the omis- 
sion of financial statement schedules from annual 
reports to shareholders, the staff is of the view that 





*Descriptions of line items assume an unclassified 
balance sheet and the accrual method of reporting 
income. 


As stated in paragraph 10 of Accounting Principles 
Board Opinion No. 19, an acceptable alternative is 
to begin with total revenue that provided working 
capital or cash during the period and deduct 
operating costs and expenses that required the 
outlay of working capital or cash during the period. 
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the information required by these schedules is of 
such significance within the real estate industry 
that the information should be included in the fi- 
nancial statements in the annual report to share- 
holders. 


D. Income before Depreciation Facts: 
Occasionally an income statement format will 
contain a subtotal or caption titled “Income before 
depreciation and depletion.” 

Question: 

Is this caption appropriate? 

Interpretive Response: 

The staff objects to this presentation because in 
the staff's view the presentation may suggest to 
the reader that the amount so captioned repre- 


sents cash flow for the period, which is rarely the 
case (see Accounting Series Release No. 142). 


TOPIC 8: RETAIL COMPANIES 

A. Sales of Leased or Licensed Departments 
Facts: 

Department stores and other retailers customarily 
include the sales of leased or licensed depart- 
ments in the amount reported as “total revenues.” 
Question: 

Does the staff have any objection to this practice? 
Interpretive Response: 

The staff has no objection to this practice so long 
as the sale of leased or licensed departments are 
either presented as a separate revenue line item in 


the income statement or disclosed in an appropri- 
ately referenced note to the income statement. 
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B. Finance Charges 
Facts: 


Department stores and other retailers impose fi- 
nance charges on credit sales. 


Question: 
How should such charges be disclosed? 
Interpretive Response: 


As a minimum, the staff requests that the amount 
of gross revenue from such charges be stated in a 
footnote and that the income statement classifica- 
tion which includes such revenue be identified. 
The following are examples of acceptable disclo- 
sure: 


EXAMPLE 1 
Consumer Credit Operations: 


The results of the Consumer Credit Operations 
which are included in the Statement of Earnings as 
a separate line item are as follows for the fiscal 
year ended January 31, 19X0: 


Service charges 
Operating expenses 
Interest 
Payroll 
Provision for 
uncollected accounts 
All other credit 
and 
collection expenses 
Provision for 
Federal income taxes 


$167,000,000 


60,000,000 
35,000,000 


29,000,000 


32,000,000 


Total operating expenses $161 ,000,000 


Consumer credit 
operations earnings 


EXAMPLE 2 


Service charges on retail credit accounts are net- 
ted against selling, general and administrative ex- 
pense. The cost of administering the retail credit 
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5,000,000 


$ 6,000,000 


program continued to exceed service charges on 
customer receivables as follows: 


Percent 
Increase 
19XX (decrease) 


(In millions) 19XX 


Costs 
Regional office 
operations $42 
Interest 44 
Provision for 
doubtful accounts 1 


Less service 
charge income = ae. 
Net cost 

of credit $23 


Net cost as 
per cent of 
credit sales 1.4% 1.6% 
The above results do not reflect either “in store” 


costs related to credit operations or any allocation 
of corporate overhead expenses. 


TOPIC 9: FINANCE COMPANIES 


A. Points 
Facts: 


Many finance companies charge nonrefundable 
“points” payable in cash at the time a loan trans- 
action is closed. 


Question: 


May these amounts be reflected in income at the 
loan closing? 


Interpretive Response: 


The staff takes the position that these amounts 
represent an adjustment to the stated rate of inter- 
est requiring deferral and amortization as an ele- 
ment of interest over the life of the related loan. 
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B. Ratio of Earnings to Fixed Charges 
Facts: 


A registrant may at its option report the ratio of 
earnings to fixed charges under Selected Financial 
Data. It is not uncommon, particularly with respect 
to “captive” finance subsidiaries, for the parent 
company to artificially maintain the ratio of earn- 
ings to fixed charges in order to meet minimum 
borrowing standards stipulated by agencies of 
various states. 


Question: 


In such circumstances, what additional disclosure 
will the staff request in the registration statement 
of the finance subsidiary? 


Interpretive Response: 


In those cases where the ratio is artificially main- 
tained, the registrant should include the pareni’s 
ratios of earnings to fixed charges (on a total en- 
terprise basis) in addition to its own ratios. If the 
parent’s financial statements are not otherwise 
available to the public, the parent’s financial 
statements should be included in the filing. 


TOPIC 10: UTILITY COMPANIES 


A. Financing by Electric Utility Companies 
Through Use of Construction Intermediaries 


Facts: 


Some electric utility companies finance construc- 
tion of a generating plant or their share of a jointly 
owned plant through the use of a “construction 
intermediary” which may be organized as a trust 
or a corporation. Typically the utility assigns its 
interest in property and other contract rights to the 
construction intermediary with the latter authorized 
to obtain funds to finance construction with term 
loans, bank loans, commercial paper and other 
sources of funds that may be available. The inter- 
mediary’s borrowings are guaranteed in part by 
the work in progress but more significantly, al- 
though indirectly, by the obligation of the utility to 
purchase the project upon completion and assume 
or otherwise settle the borrowings. The utility may 
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be committed to provide any deficiency of funds 
which the intermediary cannot obtain and excess 
funds may be loaned to the utility by the inter- 
mediary. (In one case involving construction of an 
entire generating plant, the intermediary appointed 
the utility as its agent to complete construction.) 
On the occurrence of an event such as com- 
mencement of the testing period for the plant or 
placing the plant in commercial service (but not 
later than a specified date) the interest in the plant 
reverts to the utility and concurrently the utility 
must either assume the obligations issued by the 
intermediary or purchase them from the holders. 
The intermediary may also be authorized to bor- 
row amounts for accrued interest when due and 
those amounts are added to the balance of the 
outstanding indebtedness. Interest is thus 
capitalized during the construction period at rates 
being charged by the lenders; however, it is de- 
ductible by the utility for tax purposes in the year 
of accrual. 


Question: 


How should construction work in progress and re- 
lated liabilities and interest expense being fi- 
nanced through a construction intermediary be re- 
flected in an electric utility's financial statements? 


Interpretive Response: 


The balance sheet of an electric utility company 
using a construction intermediary to finance con- 
struction should include the intermediary’s work in 
progress in the appropriate caption under utility 
plant. The related debt should be included in 
long-term liabilities and disclosed either on the 
balance sheet or in a note. 


Rule 4-08(j) of Regulation S-X applies to all regis- 
trants. It provides that the amount of interest cost 
incurred and the respective amounts expensed or 
capitalized shall be disclosed for each period for 
which an income statement is presented. Con- 
sequently, capitalized interest included as part of 
an intermediary's construction work in progress on 
the balance sheet should be recognized on the 
current income statement as interest expense with 
a corresponding offset to allowance for borrowed 
funds used during construction. income state- 
ments for prior periods should also be restated. 
The amounts may be shown separately on the 
statement or included with interest expense and 
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allowance for borrowed funds used during con- 
struction. 


A note to the financial statements should describe 
briefly the organization and prupose of the inter- 
mediary and the nature of its authorization to incur 
debt to finance construction. The note should dis- 
close the rate at which interest on this debt has 
been capitalized and the dollar amount for each 
period for which an income statement is pre- 
sented. 


B. Estimated Future Costs Related to Spent Nu- 
clear Fuel and Nuclear Electric Generating 
Plants 


Facts: 


Utility companies with nuclear electric generating 
plants have amortized nuclear fuel cost to expense 
on the basis of the quantity of heat produced for 
.the generation of electric energy. In computing the 
periodic amortization of the nuclear fuel cost a net 
residual salvage value has been generally as- 
sumed that is predicated on the reprocessing of 
spent nuclear iuel to recover the unused uranium 
and plutonium. No facility is presently in operation 
or can be made operable to process spent nuclear 
fuel. Consequently, reprocessing cannot be pres- 
ently accomplished, and it may be necessary to 
store spent nuclear fuel for an idefinite period. 


In determining depreciation rates for nuclear 
generating plants the costs of storing, dismantling 
or decomtaminating a plant at the end of its useful 
life have generally not been considered. Such 
costs now appear to be substantial. 


Question: 


What disclosure should be made concerning the 
estimated future costs of storing spent nuclear fuel 
and decommissioning nuclear generating plants? 


Interpretive Response: 


With regard to both the storing of spent nuclear 
fuel and decommissioning of nuclear generating 
plants it appears that costs will be incurred. It may 
not be possible to reasonably estimate these costs 
when financial statements are prepared. 
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A note to the financial statements should describe 
the consideration given to the estimated future 
storage or disposal costs for spent fuel in amor- 
tizing the cost of nuclear fuel. If the amortization of 
nuclear fuel in prior years recognized a net re- 
sidual salvage value, the note should disclose 
whether the residual salvage value was sub- 
sequently eliminated or is to be eliminated by a 
charge to current operations or otherwise. 


Also, a note should disclose whether (1) estimated 
future storage or disposal costs and (2) residual 
salvage value recognized in prior years and now 
being written off are being recovered through a 
fuel adjustment clause or if it is expected that pro- 
vision will be made for such costs in applications 
to regulatory commissions for rate increases. 


A note should also disclose the estimated costs of 
dismantling or decontaminating nuclear generating 
plants and whether provision for these costs is 
being made in current operations and recognized 
in service rates. If such expected costs are not 
being currently provided for, disclose the reasons 
for omitting the costs and the potential impact on 
the financial statements. 


C. Jointly Owned Electric Utility Plants 
Facts: 


Groups of electric utility companies have been 
building and operating utility plants under joint 
ownership agreements or arrangements which do 
not create legal entities for which separate finan- 
cial statements are presented. Under these ar- 
rangements, a participating utility has an undivided 
interest in a utility plant and is responsible for its 
proportionate share of the costs of construction 
and operation and is entitled to its proportionate 
share of the energy produced. 


During the construction period a participating utility 
finances its own share of a utility plant using its 
own financial resources and not the combined re- 
sources of the group. Allowance for funds used 
during construction is provided in the same man- 
ner and at the same rates as for plants con- 
structed to be used entirely by the participant util- 
ity. 
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When a joint-owned plant becomes operational, 
one of the participant utilities acts as operator and 
bills the other participants for their proportionate 
share of the direct expenses incurred. Each indi- 
vidual participant incurs other expenses related to 
transmission, distribution, supervision and control 
which cannot be related to the energy generated 
or received from any particular source. Many com- 
panies maintain depreciation records on a compo- 
site basis for each class of property so that neither 
the accumulated allowance for depreciation nor 
the periodic expense can be allocated to specific 
generating units whether jointly or wholly owned. 


Question: 


What disclosure should be made on the financial 
statements or in the notes concerning interests in 
jointly owned utility plants? 


Interpretive Response: 


A participating utility should include information 
concerning the extent of its interests in jointly 
owned plants in a note to its financial statements. 
The note should include a table showing sepa- 
rately for each interest in a jointly owned plant the 
amount of utility plant in service, the accumulated 
provision for depreciation (if available), the amount 
of plant under construction, and the proportionate 
share. The amounts presented for plant in service 
or plant under construction may be further sub- 
divided to show amounts applicable to plant sub- 
categories such as production, transmission, and 
distribution. The note should include statements 
that the dollar amounts represent the participating 
utility's share in each joint plant and that each par- 
ticipant must provide its own financing. Information 
concerning two or more generating plants on the 
same site may be combined if appropriate. 


The note should state that the participating utilitiy’s 
share of direct expenses of the joint plants is in- 
cluded in the corresponding operating expenses 
on its income statement (e.g., fuel, maintenance of 
plant, other operating expense). If the share of di- 
rect expenses is charged to purchased power then 
the note should disclose the amount so charged 
and the proportionate amounts charged to spe- 
cific operating expenses on the records main- 
tained for the joint plants. 
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D. Long-Term Contracts for Purchase of Electric 
Power 


Facts: 


Under long-term contracts with public utility dis- 
tricts, cooperatives or other organizations, a utility 
company receives a portion of the output of a pro- 
duction plant constructed and financed by the dis- 
trict or cooperative. The utility has only a nominal 
or no investment at all in the plant but pays a pro- 
portionate part of the plant’s costs, including debt 
service. The contract may be in the form of a sale 
of a generating plant and its immediate lease 
back. The utility is obligated to pay certain 
minimum amounts which cover debt service re- 
quirements whether or not the plant is operating. 
At the option of other parties to the contract and in 
accordance with a predetemined schedule, the 
utility's proportionate share of the output may be 
reduced. Separate agreements may exist for the 
transmission of power to the utility's system. 


Question: 


How should the cost of power obtained under 
long-term purchase contracts be reflected on the 
financial statements and what supplemental dis- 
closures should be made in notes to the state- 
ments? 


Interpretive Response: 


The cost of power obtained under long-term pur- 
chase contracts, including payments required to 
be made when a production plant is not operating, 
should be included in the operating expenses sec- 
tion of the income statement. A note to the finan- 
cial statements should present information con- 
cerning the terms and significance of such con- 
tracts to the utility company including date of con- 
tract expiration, share of plant output being pur- 
chased, estimated annual cost, annual minimum 
debt service payment required and amount of re- 
lated long-term debt or lease obligations out- 
standing. 


Additional disclosure should be given if the con- 
tract provides, or is expected to provide, in excess 
of five percent of current or estimated future sys- 
tem capability. This additional disclosure may be 
in the form of separate financial statements of the 
vendor entity or inclusion of the amount of the ob- 
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ligation under the contract as a liability on the bal- 
ance sheet with a corresponding amount as an 
asset representing the right to purchase power 
under the contract. 


The note to the financial statements should dis- 
close the allocable portion of interest included in 
charges under such contracts. Accounting Series 
Release No. 122 discusses the computation of the 
ratio of earnings to fixed charges for an enterprise 
which has guaranteed the debt of a supplier com- 
pany or has entered into contracts with a supplier 
providing for payments designed to service debt of 
a supplier. The release states in part that in such 
instances the ratio “... for the registrant must be 
accompanied by effective disclosure of the signifi- 
cance of fixed charges of other companies in- 
cluded in the enterprise whether or not the rev- 
enues and expenses of such companies are set 
forth in the financial statements of the registrant. 
Such disclosure usually should be accomplished 
by presenting the ratio of earnings to fixed charges 
for the total enterprise in equivalent prominence 
with the ratio for the registrant or registrant and 
consolidated subsidiaries.” 


TOPIC 11: MISCELLANEOUS DISCLOSURE 
A. Operating-Differential Subsidies 


Facts: 


Company A has received an operating-differential 
subsidy pursuant to the Merchant Marine Act of 
1936, as amended. 


Question: 


How should such subsidies be displayed in the in- 
come statement? 


Interpretive Response: 


Revenue representing an operating differential 
subsidy under the Merchant Marine Act of 1936, 
as amended, must be set forth as a separate line 
item in the income statement either under a rev- 
enue caption or as credit in the costs and ex- 
penses section. 
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B. Depreciation and Depletion Excluded from 
Cost of Sales 


Facts: 


Company B excludes depreciation and depletion 
from cost of sales in its income statement. 


Question: 
How should this exclusion be disclosed? 
Interpretive Response: 


If cost of sales or operating expenses exclude 
charges for depreciation, depletion and amortiza- 
tion of property, plant and equipment, the descrip- 
tion of the line item should read somewhat as fol- 
lows: “Cost of goods sold (exclusive of items 
shown separately below)” or “Cost of goods sold 
(exclusive of depreciation shown separately 
below).’’ To avoid placing undue emphasis on 
“cash flow,” depreciation, depletion and amortiza- 
tion should not be positioned in the income state- 
ment in a manner which results in reporting a fig- 
ure for income before depreciation. 


C. Tax Holidays 
Facts: 


Company C conducts business in a foreign juris- 
diction which attracts industry by granting a “holi- 
day” from income taxes for a specified period. 


Question: 


Does the staff generally request disclosure of this 
fact? 


Interpretive Response: 


Yes. In such event, a note must (1) disclose the 
aggregate dollar and per share effects of the tax 
holiday and (2) briefly describe the factual circum- 
stances including the date on which the special tax 
status will terminate. 
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D. Offsetting Assets and Liabilities 
Facts: 


In Company D’s balance sheet assets have been 
offset by liabilities which are directly related to the 
asset. 


Question: 
Will the staff accept such financial statements? 
Interpretive Response: 


It is the staff's opinion that even when items can 
be directly associated, it is not appropriate to 
offset assets and liabilities without the benefit of 
an existing legal right. 


The following are typical situations: 


1. A registrant might engage in money market 
transactions in which the proceeds of short-term 
borrowings are simultaneously invested, at 
higher rates, in matching deposits with major 
international banks. In the absence of a legal 
right of offset, the loan may not be offset against 
the deposit. 


. Carrying values of properties should not be re- 
duced by purchase money mortgages even if 
the liability on such a mortgage is only a liability 
against the property. 


. When a registrant sells property subject to a 
mortgage and takes from the purchaser a wrap 
around mortgage which provides that the regis- 
trant will continue the payments on the prior 
mortgage, the registrant’s balance sheet should 
show the wrap around mortgage as a receiva- 
ble. The balance of the previously existing 
mortgage should not be offset against the re- 
ceivable on the wrap around mortgage. 


The wrap around mortgage situation should be 
distinguished from a subordinate lien. If a regis- 
trant lends money on property owned by another 
party and arranges to collect amounts from the 
borrower to be used to make payments against an 
existing mortgage (thus assuring registrant that 
prior lien obligations are being met), the prior lien 
is not an obligation of the registrant and therefore 
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the registrant's receivable is a subordinate lien 
rather than a wrap around mortgage. 


E. Chronological Ordering of Data 
Question: 


Does the staff have any preference in what order 
data are presented (e.g., the most current data 
displayed first, etc.)? 


Interpretive Response: 


The staff has no preference as to order; however, 
financial statements and other data presented in 
tabular form should read consistently from left to 
right in the same chronological order throughout 
the filing. Similarly, numerical data included in nar- 
rative sections should be consistently ordered. 


F. LIFO Liquidations 
Facts: 


Registrant on LIFO basis of accounting liquidates 
a substantial portion of its LIFO inventory and as a 
result includes a material amount of income in its 
income statement which would not have been re- 
corded had the inventory liquidation not taken 
place. 


Question: 


Is disclosure required of the amount of income 
realized as a result of the inventory liquidation? 


Interpretive Response: 


Yes. Such disclosure would be required in order to 
make the financial statements not misleading. Dis- 
closure may be made either in a footnote or par- 
enthetically on the face of the income statement. 


G. Tax Equivalent Adjustment in Financial State- 
ments of Bank Holding Companies 


Facts: 


Bank subsidiaries of bank holding companies fre- 
quently hold substantial amounts of state and 
municipal bonds, interest income from which is 
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exempt from Federal income taxes. Because of 
the tax exemption the stated yield on these securi- 
ties is lower than the yield on securities with simi- 
lar risk and maturity characteristics whose interest 
is subject to Federal tax. In order to make the 
interest income and resultant yields on tax exempt 
obligations comparable to those on taxable in- 
vestments and loans, a “tax equivalent adjust- 
ment” is often added to interest income when pre- 
sented in analytical tables or charts. When the 
data presented also includes income taxes, a cor- 
responding amount is added to income tax ex- 
pense so that there is no effect on net income. 
Adjustment may also be made for the tax equiva- 
lent effect of exemption from state and local taxes. 


Question 1: 


Is the concept of the tax equivalent adjustment 
appropriate for inclusion in financial statements 
and related notes? 


Interpretive Response: 


No. The tax equivalent adjustment represents a 
credit to interest income which is not actually 
earned and realized and a corresponding charge 
to taxes (or other expense) which will never be 
paid. Consequently, it should not be reflected on 
the income statement or in notes to financial 
statements included in reports to shareholders or 
in a report or registration statement filed with the 
Commission. 


Question 2: 


May amounts representing tax equivalent adjust- 
ments be included in the body of a statement of 
income provided they are designated as not being 
included in the totals and balances on the state- 
ment? 


Interpretive Response: 


No. The tabular format of a statement develops 
information in an orderly manner which becomes 
confusing when additional numbers not an integral 
part of the statement are inserted into it. 


Question 3: 


May revenues on a tax equivalent adjusted basis 
be included in selected financial data? 
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Interpretive Response: 


Revenues may be included in selected financial 
data on a tax equivalent basis if the respective 
captions state which amounts are tax equivalent 
adjusted and if the corresponding unadjusted 
amounts are also reported in the selected financial 
data. 


Because of differences among registrants in mak- 
ing the tax equivalency computation, a brief note 
should describe the extent of recognition of 
exemption from Federal, state and local taxes and 
the combined marginal or incremental rate used. 
Where net operating losses exist, the note should 
indicate the nature of the tax equivalency adijust- 
ment made. 


Question 4: 


May information adjusted to a tax equivalent basis 
be included in management’s discussion and 
analysis of financial condition and results of oper- 
ations? 


Interpretive Response: 


One of the purposes of management's discussion 
and analysis is to enable investors to appraise the 
extent that earnings have been affected by 
changes in business activity and accounting prin- 
ciples or methods. Material changes in items of 
revenue or expense should be analyzed and ex- 
plained in textual discussion and statistical tables. 
It may be appropriate to use amounts or to present 
yields on a tax equivalent basis. If appropriate, the 
discussion should include a comment on material 
changes in investment securities positions that 
affect tax exempt interest income. For example, 
there might be a comment on a change from in- 
vestments in tax exempt securities because of the 
availability of net operating losses to offset taxable 
income of current and future periods, or a com- 
ment on a change in the quality level of the tax 
exempt investments resulting in increased interest 
income and risk and a corresponding increase in 
the tax equivalent adjustment. 


Tax equivalent adjusted amounts should be clearly 
identified and related to the corresponding unad- 
justed amounts in the financial statements. A de- 
scriptive note similar to that suggested to accom- 
pany adjusted amounts included in selected finan- 
cial data should be provided. 
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